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authoritative status; however, they may help the auditor under-
stand and apply the auditing standards.
If an auditor applies the auditing guidance included in an Other
Auditing Publication, he or she should be satisfied that, in his or
her judgment, it is both appropriate and relevant to the circum-
stances of his or her audit. This publication was reviewed by the
AICPA Audit and Attest Standards staff and published by the
AICPA, and is presumed to be appropriate. This document has
not been approved, disapproved, or otherwise acted on by a se-
nior technical committee of the AICPA.
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1Auto Dealership Industry
Developments—2005/06
How This Alert Can Help You
This Audit Risk Alert is intended to help you plan and perform
your dealership audits. The knowledge that this Alert delivers can
assist you in achieving a more robust understanding of the busi-
ness environment in which your clients operate—an understand-
ing that is more clearly linked to the assessment of the risk of
material misstatement of the financial statements. Also, this Alert
delivers information about emerging practice issues and current
accounting, auditing, and regulatory developments.
If you understand what is happening in the auto dealership in-
dustry, and if you can interpret and add value to that informa-
tion, you will be able to offer valuable service and advice to your
clients. This Alert can assist you in making considerable strides in
gaining that industry knowledge.
This Alert describes trends and issues facing most dealerships in
many of the markets in the country. Although this Alert focuses
on the automobile dealership, the topics discussed here often can
be applied to other types of dealerships, including boats, heavy
trucks, farm machinery, and recreational vehicles. National
trends and industry-wide benchmarks can help you identify un-
usual financial statement relationships at the planning or final re-
view stages of an audit. Once they are identified, you can direct
your audit attention to those areas. However, broad national
trends have their limitations. Keep in mind that your clients will
be affected much more by local economic, political, and industry
conditions that exist in the specific markets your clients serve.
This Alert is intended to be used in conjunction with the AICPA
general Audit Risk Alert—2005/06 (product number 022336kk).
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References to Professional Standards. When referring to the pro-
fessional standards, this Alert cites the applicable sections of the
codification and not the numbered statements, as appropriate.
For example, SAS No. 54 is referred to as AU section 317 of the
AICPA Professional Standards.
New Auditing and Attestation Pronouncements and 
Other Guidance 
Presented below is a list of auditing, attestation, and quality con-
trol pronouncements and other guidance issued since the publi-
cation of last year’s Alert. For information on auditing and
attestation standards, quality control standards, and other guid-
ance that may have been issued subsequent to the writing of this
Alert, please refer to the AICPA Web site at www.aicpa.org/
members/div/auditstd/technic.htm and the PCAOB Web site at
www.pcaobus.org (public company audits only). You may also
look for announcements of newly issued standards in the CPA
Letter, Journal of Accountancy, and the quarterly electronic
newsletter, “In Our Opinion,” issued by the AICPA’s Auditing
Standards team and available at www.aicpa.org/members/div/
auditstd/opinion/index.htm. 
AICPA Audit Interpretation “Auditing Interests in Trusts Held by a
No. 1 of AU Section 328, Third-Party Trustee and Reported at Fair
Auditing Fair Value Value,” and “Auditing Investments in
Measurements and Disclosures, Securities Where a Readily Determinable
and AICPA Audit Interpretation Fair Value Does Not Exist,” respectively.
No. 1 of AU Section 332,
Auditing Derivative Instruments,
Hedging Activities, and
Investments in Securities
(July 2005)
(Not applicable to audits
conducted in accordance with
PCAOB standards)
2
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3AICPA Audit Interpretation “Requirement to Consult With the
No. 1 of AU Section 625, Continuing Accountant”
Reports on the Application of
Accounting Principles
(January 2005)
(Not applicable to audits
conducted in accordance with
PCAOB standards)
AICPA Audit Interpretation “Evaluation of the Appropriateness of
No. 12 to AU Section 623, Informative Disclosures in Insurance
Special Reports Enterprises’ Financial Statements
(amended January 2005) Prepared on a Statutory Basis”
(Not applicable to audits
conducted in accordance with
PCAOB standards)
AICPA Audit Interpretation “Evaluating the Adequacy of Disclosure
No. 14 to AU Section 623, and Presentation in Financial Statements
Special Reports Prepared in Conformity With an Other
(amended January 2005) Comprehensive Basis of Accounting
(Not applicable to audits (OCBOA)”
conducted in accordance with
PCAOB standards)
AICPA Audit Interpretation “Auditor Reports on Regulatory Accounting
No. 15 to AU Section 623, or Presentation When the Regulated Entity
Special Reports Distributes the Financial Statements to
(January 2005) Parties Other Than the Regulatory Agency
(Not applicable to audits Either Voluntarily or Upon Specific
conducted in accordance with Request”
PCAOB standards)
AICPA Attest Interpretation “Reporting on Attestation Engagements 
No. 6 of AT Section 101, Performed in Accordance With
Attest Engagements Government Auditing Standards”
(December 2004)
(Not applicable to audits
conducted in accordance with
PCAOB standards)
AICPA Technical Practice Aid Consideration of Impact of Losses From
9070.05 Natural Disasters Occurring After
(August 2005) Completion of Audit Field Work and
(Nonauthoritative) Signing of the Auditor’s Report But Before
Issuance of the Auditor’s Report and Related
Financial Statements
(continued)
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AICPA Technical Practice Aid Audit Considerations When Client Evidence
8345.01 and Corroborating Evidence in Support of
(September 2005) the Financial Statements Has Been
(Nonauthoritative) Destroyed by Fire, Flood, or Natural Disaster
AICPA Technical Practice Aid Considerations When Audit Documentation
8345.02 Has Been Destroyed by Fire, Flood, or
(September 2005) Natural Disaster
(Nonauthoritative)
AICPA Practice Alert 2005-01 Auditing Procedures With Respect to
(September 2005) Variable Interest Entities
(Nonauthoritative)
PCAOB Staff Questions 1. Auditing Internal Control Over Financial
and Answers Reporting—The PCAOB has issued two
(Various dates) sets of questions and answers in 2005
(Applicable to audits conducted relating to the issuance of PCAOB No. 
in accordance with PCAOB 2—question 37, and questions 38-55
standards only) 2. Attest Engagements Regarding XBRL
Financial Information Furnished Under
the XBRL Voluntary Financial Reporting
Program on the Edgar System
AICPA Audit and Accounting The Auditor’s Guide to Understanding
Practice Aid PCAOB Auditing Standard No. 2
(Nonauthoritative)
AICPA Audit and Accounting SAS No. 70 Reports and Employee
Practice Aid Benefit Plans
(Nonauthoritative)
AICPA Audit and Accounting Illustrative Disclosures on Derivative
Practice Aid Loan Commitments
(Nonauthoritative)
AICPA Audit and Accounting Auditing Recipients of Federal Awards:
Practice Aid Practical Guidance for Applying OMB
(Nonauthoritative) Circular A-133—Third Edition
Accounting Trends Employee Benefit Plans
& Techniques
(Nonauthoritative)
Accounting Trends Not-for-Profit Organizations
& Techniques
(Nonauthoritative)
Guidance on Management Management Override of Internal Controls:
Override of Internal Controls The Achilles’ Heel of Fraud Prevention—
(Nonauthoritative) The Audit Committee and Oversight of
Financial Reporting
4
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5AICPA Toolkit The AICPA Audit Committee Toolkit:
(Nonauthoritative) Not-for-Profit Organizations
AICPA Toolkit The AICPA Audit Committee Toolkit:
(Nonauthoritative) Government Organizations
Statutory Framework A Statutory Framework for Reporting
(May 2005) Significant Deficiencies in Internal Control
(Nonauthoritative) to Insurance Regulators
The summaries provided above are for informational purposes
only and should not be relied upon as a substitute for a complete
reading of the applicable standards and other guidance. You
should visit the applicable Web site for complete information. 
The standards and interpretations promulgated by the AICPA
Auditing Standards Board (ASB) are now available free of charge
by visiting the AICPA’s Audit and Attest Standards Team’s page
at www.aicpa.org/members/div/auditstd/Auth_Lit_for_Non
Issuers.htm. Members and nonmembers alike can download the
auditing, attestation, and quality control standards by either
choosing a section of the codification or an individual statement
number. You can also obtain copies of AICPA standards and
other guidance by contacting the Service Operations Center at
(888) 777-7077 or online at www.cpa2biz.com.
New Accounting Pronouncements and Other Guidance
Presented below is a list of recently issued accounting pronounce-
ments and other guidance issued since the publication of last
year’s Alert. For information on accounting standards issued sub-
sequent to the publication of this Alert, please refer to the AICPA
Web site at www.aicpa.org and the Financial Accounting Stan-
dards Board (FASB) Web site at www.fasb.org. You may also look
for announcements of newly issued standards in the CPA Letter
and the Journal of Accountancy.
FASB Statement of Financial Accounting for Real Estate Time-Sharing
Accounting Standards No. 152 Transactions—an amendment of FASB
(December 2004) Statements No. 66 and 67
(continued)
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FASB Statement No. 153 Exchanges of Nonmonetary Assets—an
(December 2004) amendment of APB Opinion No. 29
FASB Statement No. 123 Share-Based Payment
(Revised)
December 2004)
FASB Statement No. 154 Accounting Changes and Error Corrections—
(May 2005) a replacement of APB Opinion No. 20 and
FASB Statement No. 3
FASB Interpretation No. 47 Accounting for Conditional Asset Retirement 
(March 2005) Obligations—an interpretation of FASB
Statement No. 143
FASB Emerging Issues Task Go to www.fasb.org/eitf/ for a complete list
Force (EITF) Issues of EITF Issues.
(Various dates)
FASB Staff Positions (FSPs) Go to www.fasb.org/fasb_staff_positions/ for
(Various dates) a complete list of FSPs. Some of the recently
issued FSPs address issues relating to FASB
Statements No. 143 and No. 150, among
others; and FASB Interpretation 46(R).
AICPA Statement of Position Accounting by Insurance Enterprises for
(SOP) 05-1 Deferred Acquisition Costs in Connection with
Modifications or Exchanges of Insurance
Contracts
AICPA Technical Practice Aid Accounting by Noninsurance Enterprises for 
1200.06—1200.15 Property and Casualty Insurance Arrangements
(February 2005) That Limit Insurance Risk
(Nonauthoritative)
AICPA Technical Practice Aid Accounting and Disclosures Guidance for Losses
5400.05 from Natural Disasters—Nongovernmental
(September 2005) Entities
(Nonauthoritative)
AICPA Technical Practice Aid Accounting and Disclosure Requirements for
6930.09 Single-Employer Employee Benefit Plans 
(August 2005) Related to the Medicare Prescription Drug,
(Nonauthoritative) Improvement and Modernization Act of 2003
AICPA Technical Practice Aid Accounting and Disclosure Requirements for
6930.10 Multiemployer Employee Benefit Plans Related
(August 2005) to the Medicare Prescription Drug,
Improvement and Modernization Act of 2003
6
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7The summaries provided above are for informational purposes
only and should not be relied upon as a substitute for a complete
reading of the applicable standards and other guidance. You
should visit the applicable Web site for complete information.
You can obtain copies of AICPA standards and other guidance by
contacting the Service Operations Center at (888) 777-7077 or
online at www.cpa2biz.com.
Industry and Economic Developments
The sale of vehicles continues to constitute a significant portion
of the U.S. economy, securing the importance of the role dealer-
ships play in the national economy and local communities as
well. In auditing a dealership, you should be aware of the general
economic, regulatory, and professional developments that may
affect your client. This section details some of the economic de-
velopments specific to the auto dealership industry. 
Dealership Results in 2004
The nation’s franchised new car and light truck dealers recorded
their fourth strongest year on record in 2004, selling 16.86 mil-
lion vehicles, up from 16.6 million in 2003, according to Na-
tional Automobile Dealers Association (NADA) Data, a
comprehensive annual analysis compiled by NADA. Total dealer-
ship dollar sales volume exceeded $714 billion in 2004, up from
$699 billion in 2003. Generous incentives, a recovering econ-
omy, relatively low borrowing rates, and enhanced dealership ser-
vices contributed to the industry’s moderate growth last year.
According to the NADA Data report, the light truck category
grew for the twelfth consecutive year, accounting for a record 8.3
million units sold, or 55.5-percent market share. The popularity
of vans, pickups and, in particular, crossover utility vehicles
(CUV), drove the light truck gains. CUV, van, and pickup sales
continued to grow in the first quarter of 2005.
The number of franchised new vehicle dealerships in the U.S.
dropped very slightly in 2004 by 10 to 21,640. In addition, auc-
tions continue to increase in importance as a source of used cars
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at dealerships, from less than 10 percent in the early 1980s to 33
percent in 2004.
New Vehicle Department
New vehicle sales totaled 16.86 million units in 2004—almost 2
percent higher than in 2003. On a seasonally adjusted annual
rate (SAAR) basis, sales volume was at or above 17 million units
during the second quarter of 2004. Sales dropped off in October
and November, but after a resurgent incentive campaign, sales re-
covered in December to reach 18.3 million units on a SAAR basis
for the month. The popularity of vans, pickups, and, in particu-
lar, CUVs helped boost light-duty truck sales for the twelfth con-
secutive year to an all-time-high of 8.3 million units. Light trucks
outsold cars, boosting their market share to more than 55.5 per-
cent of total light vehicles sold in 2004. The average selling price
of a new vehicle, including accessories and options, increased by
1.8 percent in 2004, after rising by 5.4 percent in 2003.
Used Vehicle Department and Service and Parts
Dealers sold almost 20 million used vehicles last year. Of these,
11.8 million were retailed, and 7.9 million were wholesaled. The
average selling price of a used unit retailed in 2004 was $14,250.
New-car dealers acquired 55 percent of the used units they re-
tailed from trade-ins and the remaining 45 percent from auc-
tions, street purchases, or other sources. As a source of used cars,
auctions have made the biggest inroads in the past decade—from
less than 10 percent of the dealer’s inventory in the early 1980s to
33 percent in 2004.
Service, Parts, and Body Shop
Service and parts sales reached almost $85.5 billion in 2004, up
slightly from 2003. In recent years, increased competition from
independent service stations and quick-lube centers has cut into
dealerships’ service work, but dealers are fighting back. Last year’s
increase in service sales was powered by a strong light-vehicle
market, a technologically advanced vehicle population, and more
miles driven on average. New-car dealers have made a major
investment in service and parts to beef up sales and customer
8
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9satisfaction. Data from 2004 show that they provided 369,125
service stalls, employed 279,150 technicians, and carried a parts
inventory valued at $5.6 billion.
In recent years, more dealerships have opted to remain out of the
body-shop business. Still, the total amount of body repair work
performed by dealerships operating body-shop facilities contin-
ued its upward trend in 2004. Auto body work performed by all
dealerships increased to just under $10 billion last year.
Finance, Insurance, and Service Contracts
Aftermarket income (combined gross income from finance and
insurance (F&I) and service contracts) was 26.2 percent of new
and used vehicle department gross in 2004—up from 25.2 per-
cent in 2003. This increase stemmed partly from more attention
being paid to F&I by public groups and consolidators, higher fi-
nance penetration rates for both new and used cars, and a greater
emphasis on customer satisfaction in F&I. Improvement in vehi-
cle quality helped to bring a drop in service contract penetration
from a high of 35.0 percent in 1986 to 20.1 percent in 1998.
Nevertheless, it jumped in 2004 to 34.1 percent—the highest
level since 1988. The increase was aided by a relatively low leasing
rate during the year, innovative service plans, and the increased
attention to F&I.
The Current Economic Environment
Although no single variable can determine how the auto dealer-
ship industry will perform over time, history has shown that
many economic factors influence buying decisions, such as dis-
posable personal income; consumer confidence; the relationship
between car prices, the rate of inflation, and real wage growth;
and the availability, cost, and average maturity of consumer
credit. Given the interrelationship of automobile sales and the
economy, auditors of dealerships will benefit from having an un-
derstanding of general economic conditions and recent events
that impact the general economy. 
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The Effect of Hurricane Katrina
The physical and psychological damage caused by Hurricane Ka-
trina (Katrina) is likely to reverberate across the global economy
in ways that will curb growth well into 2006. Most economists
predict, however, that Katrina will slow down, but not derail,
U.S. economic growth.
Katrina damaged approximately 230 General Motors, Ford, and
Daimler Chrysler dealerships across the Gulf Coast, according to
NADA. In Louisiana, about 60 auto dealerships that were se-
verely damaged by Katrina remained closed as of September
2005, almost all of which were in the New Orleans area. Approx-
imately 18,000 vehicles on Louisiana dealers’ lots were destroyed,
according to NADA. In addition, the storm put approximately
3,400 Louisiana dealership employees out of work. 
A spike in already-high energy costs in the United States and
around the world tops the list of economic risks, especially since
oil prices are unlikely to return to the levels of early 2004, when
they were 50 percent lower than they are today. Katrina shut
down large portions of oil and gas production in the Gulf of
Mexico at a time when worldwide energy output was already
stretched thin. Although the storm’s impact was most acute in the
United States, it also sent fuel costs higher around the globe,
squeezing consumers in Europe and Asia and hurting everyone
from truckers to fishermen to airlines. Nevertheless, most ana-
lysts agree that the sharp increase in gasoline prices was a “tempo-
rary disruption.” Several refineries and pipelines are already back
in operation. Initially, 25 percent of U.S. crude oil production
and a large portion of refining capacity were knocked out by the
storm. Much of the pressure on oil supplies has been relieved by
the release of 60 million barrels from emergency supplies. The
full extent of the damage to oil and natural gas infrastructure in
the Gulf of Mexico is not yet known, but it is expected to be
some time before output is back to normal. The same goes for the
facilities that refine crude oil into gasoline, heating oil, and jet
fuel.
10
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The storm also wiped away up to half a million jobs in New Or-
leans and other Gulf Coast areas. And the total cost to rebuild is
almost certain to top $100 billion, only about a quarter of which
is covered by insurance, according to an assessment by Risk Man-
agement Solutions of Newark, CA. The federal government has
pledged billions of dollars of rebuilding funds, but it will take
months for the basic recovery efforts to be completed before the
money for reconstruction starts flowing. In Katrina’s aftermath,
economists believe that Hurricane Katrina could trim economic
growth by a full percentage point in the second half of the year as
soaring gasoline prices force consumers to cut back spending in
other areas. In particular, higher gas prices have led some con-
sumers to rethink their purchases of SUVs and other vehicles that
are not fuel efficient. According to NADA, rising gas prices and a
shift to more fuel-efficient vehicles hurt sales of SUVs in Septem-
ber 2005. GM sales fell 24 percent in September 2005 from a
year earlier, and Ford sales fell 19.5 percent. 
However, the overall economic blow may not be as bad as first
feared. Treasury Secretary John Snow and Federal Reserve Chair-
man Alan Greenspan have stated that it would not have a signifi-
cant long-term effect on the U.S. economy, although growth will
be slowed for a short period. Snow described the impact of the
hurricane as mind-boggling and acknowledged that the U.S.
economy is facing a challenging time. Still, he added that the ad-
verse effect on economic growth would not exceed three to four
months, given the inherent strength of the economy. 
Current Economic Conditions of Auto Dealership Industry
2004 ranked fourth among the best six years ever for new-unit
sales by franchised new vehicle dealers. Sales in all departments
increased for the year, and the U.S. economy grew by 4.4 per-
cent in 2004, well ahead of the 3 percent growth observed in
2003. Consumer confidence measures rose through the second
quarter of 2004 to peak in July, but modest employment gains,
volatile energy prices, and conflict and political unrest in the
Middle East were major concerns for the second half of 2004.
Early 2005 showed modest improvements in consumer confi-
dence, as vehicle sales were to be driven by generous incentives,
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such as cash rebates, low-rate financing, and attractive lease op-
tions. Analysts on Wall Street had expected a repeat of 2004 sales,
but they came in slightly above NADA’s 2005 estimate. In 2005,
with a recovering economy and modest gains in employment na-
tionwide, new-car dealers were able to maintain strong light-vehi-
cle sales and profits.
However, retail sales plunged in August 2005 by the largest
amount in nearly four years, evidence that the economy was
weakening even before Katrina struck. The Commerce Depart-
ment reported that total sales fell by 2.1 percent in August, dou-
bling the decline that analysts had been expecting. The
2.1-percent drop in total sales in August was the largest decline
since a 2.9-percent plunge in November 2001, the period follow-
ing the 2001 terrorist attacks. The worry is that consumer confi-
dence could be jolted by soaring energy prices and an expected
wave of Katrina-related job layoffs. The weakness in overall retail
sales came from a 12-percent drop in sales of autos, which fol-
lowed a 6.3-percent surge in July auto sales, reflecting attractive
sales incentives offered to help reduce inventory levels of autos. 
AU section 329, Analytical Procedures (AICPA, Professional Stan-
dards, vol. 1), requires the use of analytical procedures in the
planning and overall review stages of all audits. The following key
statistics relating to the overall performance of the U.S. economy
may be useful to auditors in applying the provisions of AU sec-
tion 329: 
• Gross domestic product (GDP)—which measures the out-
put of goods and services produced by labor and property
located in the United States—increased at a rate of 3.8 per-
cent in the first quarter of 2005, with the second-quarter
rate recently revised downward to 3.3 percent. It would
not be surprising to see U. S. GDP slow from recent full
year 2005 projections of 3.7 percent toward a figure of 3.1
percent. Given recent events, economists are likely to re-
vise down previous bullish and healthy third quarter U. S.
GDP estimates (that averaged 4.5 percent) into the 3.0 to
3.5-percent range. However, the fourth quarter is likely to
drop to a below-par 2.0 percent pace (or lower)—followed
12
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by a slowly recovering U. S. economy in the first half of
2006. Full-year 2006 estimates for U. S. GDP are likely to
drop into the 3.1- to 3.3-percent range, from recently pub-
lished 3.5- to 3.7-percent estimates.
• Consumer confidence,1 a key predictor of household
spending, plummeted in September 2005 after slightly re-
bounding in August. Katrina, coupled with rising gas
prices and a less positive job outlook, pushed consumer
confidence to its lowest level in almost two years. Contrary
to the historically strong link between consumer confi-
dence and vehicle sales, continuing incentives have helped
to keep auto sales strong. 
• Unemployment was 5.1 percent in September 2005; the
unemployment rate had been trending downward in re-
cent months, but September was the first month that re-
flected job losses due to Katrina. Auto dealerships continue
to play a major role in the nation’s employment. In 2004,
the payroll for all dealerships combined represented 13
percent of the nation’s total retail trade payroll.
• Interest rates have continued to climb from a 46-year low
of 1 percent in June 2003. In September, the Federal Re-
serve raised interest rates for an eleventh consecutive
month, to 3.75 percent, despite concerns the economy will
slow after Katrina. Even though there are fears that Katrina
will negatively affect consumer spending, the biggest driver
of the economy, analysts see interest rates rising to between
4 percent and 4.5 percent in the near future. Quarter-per-
centage-point rate increases are expected to keep a lid on
price growth without slamming the brakes on the econ-
omy, analysts said. 
1. As measured by the Conference Board. See www.conferenceboard.org for further
information.
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The Local Economy
Significant local developments may affect dealership perfor-
mance. Whenever a dealership operates in an area that is experi-
encing economic pressures, new car sales may be negatively
affected. Certain regions may also be vulnerable to economic
downturns in major local industries, whereas other regions may
be susceptible to various natural disasters. For example, Katrina
damaged about 230 Ford, General Motors, and Daimler Chrysler
dealerships across the Gulf Coast region. Such events can affect
sales in both positive and negative ways. Although the dealerships
damaged in the hurricane may experience a downturn in sales,
others will see an increase as many people look to replace their
lost vehicles. 
Relationships With Factories
The factory2-dealer relationship can have a tremendous impact
on the dealership. In effect, dealers just pass through a product
from the factory to the consumer. In addition to providing the
vehicles for dealers to sell, factories may also provide dealers’ cus-
tomers with financing or incentives such as factory rebates. In
some cases, adverse relationships with the factory may affect the
dealership’s ability to continue as a going concern—for instance,
if the factory discontinues a certain brand of vehicle that was
largely profitable for the dealership, or if a dealer cannot meet
customer demands because of a factory backlog. In reviewing
such relationships, auditors should be aware of their responsibili-
ties pursuant to AU section 341, The Auditor’s Consideration of an
Entity’s Ability to Continue as a Going Concern (AICPA, Profes-
sional Standards, vol. 1). AU section 341 states that typical signs
of a going-concern issue include the inability to continue to meet
obligations as they become due without substantial disposition of
assets outside the ordinary course of business, or externally forced
revisions of operations. Auditors also should consider whether
management has made appropriate financial statement disclo-
sures of concentrations in the available source of supply materials
pursuant to SOP No. 94-6, Disclosure of Certain Significant Risks
and Uncertainties.
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Legislative and Regulatory Issues
Bankruptcy Bill
In April, President Bush signed into law major reform legislation
that will curb abuses in the bankruptcy system. The legislation
marked the culmination of NADA’s successful efforts to correct
two specific problems faced by dealers.
The first change would extend the federal timeframe (from 20 to
30 days) during which dealers may protect their interest in a ve-
hicle if a consumer files for bankruptcy. The provision to extend
the lien perfection period to 30 days will be particularly helpful
to dealers with trade-ins since there are often delays beyond the
control of dealers because of customers’ misplaced titles and out-
of-state titlework.
The second change would crack down on debtors who have paid
only the market value of the vehicle at the time of bankruptcy,
not what is owed. The new law ensures that debtors must pay the
contract amount of the loan if a car was purchased within 30
months of bankruptcy.
Repeal of Vicarious Liability Laws
In August 2005, President Bush signed a new transportation bill
that supersedes state and local vicarious liability laws. Under the
previous vicarious liability laws, injured persons or the estates of
persons killed in accidents could sue companies that held leases
because the leasing companies were the legal owners of the vehi-
cles. Such laws had forced dealerships to drop leasing in areas in
which such laws were in effect, and resulted in multimillion-dol-
lar awards resulting from lawsuits filed against auto makers,
banks, and leasing companies whose lessees were involved in acci-
dents. The elimination of vicarious liability will most likely lead
to an increase in auto leasing.
Finance and Insurance Employees’ Overtime Pay
In decisions that will benefit new car and light truck dealers,
the U.S. Ninth Circuit Court of Appeals ruled that F&I employees
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at dealerships are exempt from overtime pay under the Fair Stan-
dards Labor Act (FSLA). The Ninth Circuit opinion involved
three cases that considered whether F&I managers, compensated
almost entirely through commission, were exempt from the
FSLA’s overtime pay requirements. The court adopted the De-
partment of Labor’s long-standing view of Section 7(i)’s applica-
tion to F&I employees who have a regular rate of pay of more
than 1.5 times minimum wage, earn more than 50 percent of
their income from commissions, and are employed by dealerships
earning 75 percent of gross revenues from retail sales.
The Federal Trade Commission’s Privacy Rule FAQs
The Federal Trade Commission (FTC) has developed a series
of frequently asked questions to help auto dealers comply with
the Gramm-Leach-Bliley Act and the FTC’s Privacy Rule. These
frequently asked questions can be viewed at www.ftc.gov/bcp/
conline/pubs/buspubs/autoglb.htm. The Privacy Rule applies to
car dealers who: 
• Extend credit to someone (for example, through a retail in-
stallment contract) in connection with the purchase of a
car for personal, family, or household use; 
• Arrange for someone to finance or lease a car for personal,
family, or household use; or
• Provide financial advice or counseling to individuals. 
If your client engages in these activities, any personal information
that the dealership collects to provide these services is covered by
the Privacy Rule. Examples of personal information include
someone’s name, address, phone number, or other information
that could be used to identify them individually. The Privacy
Rule applies if the dealership collects personal information about
someone in connection with the potential financing or leasing of
a car, even if that person does not fill out a formal application.
The Privacy Rule does not apply if a person buys a car with cash
or arranges financing through another lender. 
16
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Other business guidance is available on the FTC’s Web site at
www.ftc.gov/privacy/privacyinitiatives/financial_rule_bus.html. 
New IRS Publications
The Internal Revenue Service (IRS) has issued the New Vehicle
Dealership Audit Technique Guide 2004. This publication, which
received NADA guidance, discusses various tax issues for IRS em-
ployees who audit new automobile dealerships. The IRS also re-
leased an alert, Electronic Records Retention Requirements for Auto
Dealerships, which lists common documents dealers will need
during most IRS examinations. Both of these IRS publications
are available at www.irs.gov.
New Look at the Corporate Average Fuel Economy Standards
A bipartisan group of lawmakers plans to propose legislation that
would raise corporate average fuel economy (CAFE) standards
for cars and trucks to a combined 33 miles per gallon (mpg) by
2016. The light-truck standard for 2006 is 21.6 mpg. The car
standard remains at 27.5 mpg. Under the proposed legislation,
fuel economy for light trucks would be based on size and broken
into six categories, with smaller vehicles required to be the most
fuel-efficient. By 2011, the smallest light truck group would have
to average 28.4 mpg, and large trucks would have to average 21.3
mpg. Similar boosts in fuel economy have been proposed in pre-
vious years; all were rejected, but gas prices were not more than
$3 a gallon previously. In 2005, Congress enacted a comprehen-
sive energy bill that does not include higher fuel economy stan-
dards. Nevertheless, the subject has suddenly resurfaced, amid
soaring gasoline prices and fuel shortages in the aftermath of Ka-
trina. The proposed legislation is likely to push the auto industry
to apply fuel-saving technologies to future light truck and other
vehicle models. These technologies would include more hybrid
gas-electric vehicles, six-speed automatic transmissions that pro-
vide better gas mileage, and air conditioners that run on electric-
ity instead being powered by the gas engine. 
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Current Audit and Accounting Issues and Developments
Assessing Audit Risks in the Current Environment
The proper planning and execution of an audit have always re-
quired the auditor to have an understanding of the auto dealer-
ship industry and the nature of the client’s business. Such an
understanding enhances the auditor’s ability to plan and perform
auditing procedures. For most audit firms, this understanding
means that the most experienced partners and managers must be-
come involved early and often in the audit process.
AU section 311, Planning and Supervision (AICPA, Professional
Standards, vol. 1), provides, among other matters, guidance for
auditors regarding the specific procedures that should be consid-
ered in planning an audit in accordance with generally accepted
auditing standards (GAAS). AU section 311 states that the audi-
tor should obtain a knowledge of matters that relate to the nature
of the entity’s business, its organization, and its operating charac-
teristics; and consider matters affecting the industry in which the
entity operates, including, among other matters, economic con-
ditions as they relate to the specific audit. 
You should keep the following points in mind as you plan and
perform audits of auto dealerships:
• Understand how your client is affected by changes in the
current business environment.
• Understand the stresses on your client’s internal control
over financial reporting, and how those stresses may affect
internal control.
• Identify key risk areas, particularly those involving signifi-
cant estimates and judgments.
• Approach the audit with objectivity and skepticism, set-
ting aside prior experiences with or belief in management’s
integrity. 
• Pay special attention to complex transactions, especially
those presenting difficult issues of form versus substance.
18
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• Consider whether additional specialized knowledge is
needed on the audit team.
• Make management aware of identified audit differences on
a timely basis.
• Question the unusual and challenge anything that does
not make sense.
• Foster open, ongoing communications with management
and the audit committee, including discussions about the
quality of financial reporting and any pressure to accept
less than high-quality financial reporting.
• When faced with a “gray” area, perform appropriate proce-
dures to test and corroborate management’s explanations
and representations, and consult with others as needed.
Consideration of Fraud 
AU section 316, Consideration of Fraud in a Financial Statement
Audit (AICPA, Professional Standards, vol. 1), is the primary
source of authoritative guidance about an auditor’s responsibili-
ties concerning the consideration of fraud in a financial statement
audit. AU section 316 establishes standards and provides guid-
ance to auditors in fulfilling their responsibility to plan and per-
form the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement, whether
caused by error or fraud as stated in AU section 110.02, Codifica-
tion of Auditing Standards and Procedures (AICPA, Professional
Standards, vol. 1, “Responsibilities and Functions of the Indepen-
dent Auditor”). Two types of misstatements are relevant to the
auditor’s consideration of fraud in a financial statement audit,
namely misstatements arising from one of the following:
• Fraudulent financial reporting
• Misappropriation of assets
Considering Fraud Risk Factors
You may identify events or conditions that indicate the incentives
and pressures to perpetrate fraud, opportunities to carry out the
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fraud, or attitudes and rationalizations to justify a fraudulent ac-
tion. Such events or conditions are referred to as fraud risk factors.
Fraud risk factors do not necessarily indicate the existence of
fraud; however, they coincide with the occurrence of fraud. 
Examples of fraud risk factors can be found in Appendix B,
“Fraud Risk Factors,” of this Alert.
Responding to the Results of the Assessment
AU sections 316.46-.67 provide requirements and guidance
about your response to the results of the assessment of the risks of
material misstatement attributable to fraud. You can respond to
risks of material misstatement due to fraud in the following three
ways:
1. A response that has an overall effect on how the audit is
conducted—that is, a response involving more general
considerations apart from the specific procedures other-
wise planned.
2. A response to identified risks involving the nature, timing,
and extent of the auditing procedures to be performed. 
3. A response involving the performance of certain proce-
dures to further address the risk of material misstatement
attributable to fraud involving management override of
controls, given the unpredictable ways in which such over-
ride could occur.
Evaluating Audit Evidence
AU sections 316.68-.78 provide requirements and guidance for
evaluating audit evidence. You should evaluate whether analytical
procedures that were performed as substantive tests or in the
overall review stage of the audit indicate a previously unrecog-
nized risk of material misstatement due to fraud. You also should
consider whether responses to inquiries throughout the audit
about analytical relationships have been vague or implausible, or
have produced evidence that is inconsistent with other evidential
matter accumulated during the audit.
20
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At or near the completion of fieldwork, you should evaluate
whether the accumulated results of auditing procedures and other
observations affect the assessment of the risks of material mis-
statement due to fraud made earlier in the audit. As part of this
evaluation, the auditor with final responsibility for the audit
should ascertain that there has been appropriate communication
with the other audit team members throughout the audit regard-
ing information or conditions indicative of risks of material mis-
statement due to fraud.
Practical Guidance
The AICPA has issued additional guidance on the implementa-
tion of AU section 316, including Fraud Detection in a GAAS
Audit: SAS No. 99 Implementation Guide (product no.
006613kk), and CPE courses entitled Fraud and the Financial
Statement Audit: Auditor Responsibilities Under SAS 99 (product
no. 731810), Auditing for Internal Fraud (product no.
730237kk), and Identifying Fraudulent Financial Transactions
(product no. 730245kk).
Help Desk—The AICPA’s Antifraud Resource Center, at
www.aicpa.org/antifraud, is an online resource providing com-
prehensive tools, information, and resources devoted to the
prevention, detection, and investigation of fraud.
Public Dealerships and the Effects of the Sarbanes-Oxley 
Act of 2002
Although most auto dealerships are privately held, some are pub-
licly held; therefore, management of these publicly held compa-
nies and their auditors must comply with the provisions of the
Sarbanes-Oxley Act of 2002 (Sarbanes-Oxley). Many experts in
the accounting profession also expect Sarbanes-Oxley to have a
profound effect on auditors of nonpublic companies in the fu-
ture, if the legislation ultimately results in similar state legislative
changes that apply to auditors of nonpublic companies. 
The Act establishes the Public Company Accounting Oversight
Board (PCAOB) under the supervision of the Securities and Ex-
change Commission (SEC) to set auditing, quality control,
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ethics, independence, and other standards for auditors of public
companies. In particular, Sarbanes-Oxley restricts the non-audit
services (such as bookkeeping, internal auditing, actuarial ser-
vices) that an audit firm may provide to public company audit
clients. Certain services, such as tax services, may continue to be
provided but only with the approval of the client’s audit commit-
tee. Sarbanes-Oxley also requires the auditors of public compa-
nies to report on internal control over financial reporting in
conjunction with the financial statement audit. It also increases
the penalties for certain crimes, including securities fraud, fraud-
ulent financial reporting, the destruction of key financial or audit
documents, and the failure to certify financial statements. It bans
personal loans to executives and requires chief executive officers
(CEOs) and chief financial officers (CFOs) to reimburse the
company for bonuses or other incentive-based or equity-based
compensation received if earnings are restated due to securities
fraud.
Sarbanes-Oxley also requires the rotation of lead and reviewing
audit partners on engagements every five years, and prohibits
auditors from auditing public companies whose CEO, CFO,
or controller worked for the audit firm during the preceding
year. 
For further information regarding the Sarbanes-Oxley Act of
2002 and the PCAOB, visit www.pcaobus.org.
Dealer Incentives
To entice customers to buy a new vehicle, dealerships continue to
offer special incentives, such as free oil changes or free gas for a
certain period of time. The EITF has discussed issues relating to
certain sales incentives. Auditors should be aware and understand
what incentive programs the dealership has, if any, and what con-
sideration is being received from the vendor (such as cash or free
parts) to determine whether any EITF Issues may apply. 
EITF Issue No. 01-9, Accounting for Consideration Given by a
Vendor to a Customer (Including a Reseller of the Vendor’s Prod-
22
ARA-Auto Final Pages.qxd  12/27/2005  11:12 AM  Page 22
23
ucts)3, addressed the accounting by a vendor for consideration
given to a customer, including both a reseller of the vendor’s
products and an entity that purchases the vendor’s products from
a reseller. That Issue provided accounting guidance on how a ven-
dor should characterize consideration given to a customer and
when to recognize and how to measure that consideration in its
income statement.
The following EITF Issues related to the accounting for sales in-
centives should also be considered:
• EITF Issue No. 00-21, Revenue Arrangements with Multiple
Deliverables. Sometimes, a dealership will offer mainte-
nance service contracts with the purchase of a vehicle. Ac-
cording to EITF Issue No. 00-21, revenue arrangements
for the vehicle and the service contract should be divided
into separate units of accounting, and the consideration
for the vehicle and service contract should be allocated
based on their relative fair values. 
• EITF Issue No. 02-16, Accounting by a Customer (Including
a Reseller) for Certain Consideration Received from a Vendor.
Keep in mind that this EITF issue also covers other types
of consideration such as interest credits and other rebates.
Manufacturers often agree to grant advertising allowances
to a dealership if the dealership advertises the manufac-
turer’s vehicles. According to the guidance outlined in
EITF Issue No. 02-16, if the cooperative advertising al-
lowances can be characterized as a reimbursement to the
dealership for a specific, incremental, identifiable cost in-
curred by the dealership, the allowances should be treated
by the dealership as a reduction of the advertising costs in
3. The purpose of EITF Issue No. 01-9 is to codify and reconcile EITF Issue No. 00-
14, Accounting for Certain Sales Incentives (paragraphs 10, 16, 22-25, 27 and 28);
Issue 3 of EITF Issue No. 00-22, Accounting for “Points” and Certain Other Time-
Based or Volume-Based Incentive Offers, and Offers for Free Products or Services to Be
Delivered in the Future (paragraphs 30-33); and EITF Issue No. 00-25, Vendor In-
come Statement Characterization of Consideration Paid to a Reseller of the Vendor’s
Products (paragraphs 9-14 and 16-21). These EITF Issues address the accounting for
consideration given by a vendor to a customer (including both a reseller of the ven-
dor’s products and an entity that purchases the vendor’s products from a reseller.)
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the dealership’s income statement. Any material excess re-
imbursement received by the dealership should be treated
as a reduction of the cost of sales. If the cooperative adver-
tising allowances cannot be characterized as a reimburse-
ment to the dealership for a specific, incremental and
identifiable cost, the dealership should treat the allowances
received as a reduction to inventory.
• EITF Issue No. 03-10, Application of EITF Issue No. 02-
16, Accounting by a Customer (Including a Reseller) for
Certain Consideration Received from a Vendor, by Resellers
to Sales Incentives Offered to Consumers by Manufacturers.
Variable Interest Entities
FASB Interpretation No. 46, Consolidation of Variable Interest En-
tities, issued in January 2003, affected the reporting of a large
number of companies associated with special purpose entities
(SPEs), entities established for a specific purpose). The concepts
in FASB Interpretation No. 46 were very complex and far-reach-
ing. In December 2003, the FASB issued FASB Interpretation
No. 46 (revised December 2003), Consolidation of Variable Inter-
est Entities (FASB Interpretation No. 46(R)), which revised and
clarified certain of the concepts in the original document. 
FASB Interpretation No. 46(R) interprets Accounting Research
Bulletin (ARB) No. 51, Consolidated Financial Statements, which,
for approximately half a century, was the principal authoritative
literature governing when an investor should consolidate an in-
vestee. FASB Interpretation No. 46(R) introduced a number of
new concepts into the literature. As described by FASB Interpre-
tation No. 46(R), a variable interest entity (VIE) is an entity for
which a controlling financial interest is provided through owner-
ship of interests other than voting stock. Rather, a controlling fi-
nancial interest arises out of the economics—a holder of variable
interests that is either exposed to a majority of the VIE’s expected
losses or is entitled to a majority of its expected residual rewards is
the party with a controlling financial interest, even if none of the
interests is in voting common stock. In applying FASB Interpre-
tation No. 46(R), an investor and its related parties must first de-
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termine whether they have a variable interest. In essence, almost
any asset, liability, or off-balance-sheet contractual arrangement
between parties could qualify as a variable interest. However, a
variable interest is distinguished from other assets, liabilities, and
off-balance-sheet contractual arrangements by virtue of the fact
that a variable interest under FASB Interpretation No. 46(R) is
one that absorbs the variability in the entity’s return. 
FASB Interpretation No. 46(R) is complex. Judgment is called
for in analyzing entities with which a company has business
arrangements to determine if those entities are VIEs and, if so,
whether consolidation is required. 
If it is decided that a party has a variable interest and it is not im-
mediately clear that the interest is so minor it could not possibly
result in that party being required to consolidate the entity in
which the variable interest is held, that party must determine
whether the entity is a VIE. Paragraph 5 of FASB Interpretation
No. 46(R) indicates that an entity is a VIE if any one of the fol-
lowing criteria is met: 
1. The total equity investment at risk is insufficient to permit
the entity to finance its activities without additional subor-
dinated financial support provided by any parties, includ-
ing equity holders. 
2. As a group the holders of the equity investment at risk lack
any one of the following three characteristics of a control-
ling financial interest: 
a. The direct or indirect ability through voting rights or
similar rights to make decisions about an entity’s activi-
ties that have a significant effect on the success of the
entity. 
b. The obligation to absorb the expected losses of the
entity. 
c. The right to receive the expected residual returns of the
entity.
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In some situations, it will be easy to determine if any of these
conditions is met. In most circumstances, however, that will not
be the case. 
Effective Dates
FASB Interpretation No. 46(R) modified the effective date provi-
sions in FASB Interpretation No. 46 as follows:
For public entities that are small business issuers, FASB Interpre-
tation No. 46(R) must be applied to all VIEs no later than the
end of the first reporting period that ends after December 15,
2004 (the year ending December 31, 2004, for calendar-year
companies), including those VIEs to which FASB Interpretation
No. 46 had already been applied (for example, those created after
January, 31, 2003). 
For public entities that are not small business issuers, FASB Inter-
pretation No. 46(R) must be applied to all VIEs no later than the
end of the first reporting period that ends after March 15, 2004
(the quarter ending March 31, 2004, for calendar-year compa-
nies), including those VIEs to which FASB Interpretation No. 46
had already been applied. 
A nonpublic entity is required to apply FASB Interpretation No.
46(R) to all VIEs in which it holds variable interests by the be-
ginning of the first reporting period beginning after December
2004 (January 1, 2005 for a calendar-year company). A nonpub-
lic entity is required to apply FASB Interpretation No. 46(R) im-
mediately to VIEs created after December 31, 2003. 
In addition, FASB Interpretation No. 46(R) required public
companies to apply either FASB Interpretation No. 46 or FASB
Interpretation No. 46(R) to entities that would have previously
been evaluated under the accounting literature as SPEs by the
end of the first reporting period ending after December 15, 2003. 
FASB Staff Positions (FSPs)
The FASB has also issued and proposed several FSPs related to
Interpretation No. 46 that may be of interest to auto dealer-
ships and their auditors. One such FSP that may be particularly
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relevant for auto dealerships is FSP FIN 46(R)-5, Implicit Vari-
able Interests under FASB Interpretation No. 46 (revised December
2003), Consolidation of Variable Interest Entities. Implicit vari-
able interests commonly arise in leasing arrangements among re-
lated parties, and in other types of related party arrangements.
The identification of an implicit variable interest involves deter-
mining whether an enterprise may be indirectly absorbing or re-
ceiving the variability of the entity. The determination of whether
an implicit variable interest exists is a matter of judgment that de-
pends on the relevant facts and circumstances. For example, an
implicit variable interest may exist if the reporting enterprise can
be required to protect a variable interest holder in an entity from
absorbing losses incurred by the entity. The identification of vari-
able interests (implicit and explicit) may affect (a) the determina-
tion as to whether the potential VIE should be considered a VIE,
(b) the calculation of expected losses and residual returns, and (c)
the determination as to which party, if any, is the primary benefi-
ciary of the VIE. The entire content of FSP FIN 46(R)-5 and
other FSPs are available on the FASB Web site at www.fasb.org.
Conclusion 
As a result of FASB Interpretation No. 46, you should review
your client’s participations in VIEs to evaluate whether these en-
tities should be consolidated. In many cases, real estate partner-
ships, limited liability companies (LLCs), and other entities
guaranteed by the operating entity (for example, the auto dealer-
ship) or its owner will have to be consolidated. To ensure compli-
ance, review the full provisions of FASB Interpretation No. 46
and the related FSPs when accounting for your clients’ partner-
ships and alliances.
Auto Dealership Merger and Acquisition Activity
Although there haven’t been many large transactions in recent
years, dealerships are still being bought and sold at a brisk rate,
primarily in private transactions in which independent dealer
groups are purchasing other privately owned dealers. In 2005,
General Motors began encouraging dealer franchises to consoli-
date under one owner. In addition, Daimler Chrysler AG’s
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Chrysler Group plans to reduce the number of dealerships it has
in big-city markets by 20 percent over the next five to seven years,
attributable to Chrysler’s view that certain urban dealerships are
undersized, outdated, or too close to other Chrysler stores; this
plan could mean that roughly 240 of Chrysler’s 1,200 metropoli-
tan dealerships could be closed or consolidated in future years.
Most dealership purchases are asset deals rather than stock deals,
and most deals are priced at some multiple of earnings.
Applicable Accounting Guidance
FASB Statement No. 141, Business Combinations, addresses fi-
nancial accounting and reporting for business combinations, in-
cluding the application of the purchase method, and the
accounting for goodwill and other intangible assets acquired.
Asset Valuation
Inventory valuation is typically the most significant aspect of a
dealership purchase. Generally, new vehicles are priced at what
the purchaser would pay the manufacturer, taking into consider-
ation all credits, incentives, and allowances. Prior-year models are
generally discounted. Used vehicles are typically negotiated unit-
by-unit, with the seller keeping units that the purchaser does not
want and disposing of them at an auction. Parts are typically
priced at current factory prices for useable and returnable parts.
In many deals, the real estate is retained by the existing dealer and
is leased long-term to the new dealer, with an option to buy in
the future. Other deals include the outright sale of the real estate,
under which the property is appraised and the fair market value is
established. You may consider using the help of a specialist, to en-
sure the proper valuation of the real estate or other significant ac-
count, such as fixed assets. If you require the help of a specialist,
you should consider the guidance in AU section 336, Using the
Work of a Specialist (AICPA, Professional Standards, vol. 1).
Possible Internal Control Weaknesses
Subsequent to a merger, management typically reduces personnel
and eliminates positions and functions in hopes of saving money
28
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and gaining efficiencies. Management may shift personnel to
different positions and alter standard operating procedures. By
making these changes, however, management may risk creating
deficiencies in internal control and in business operations.
You should take these issues into account in their consideration
of internal control and their assessment of control risk. These
possible gaps and deficiencies in internal control may affect the
nature, timing, and extent of audit testing and may represent re-
portable conditions or weaknesses in internal control that should
be communicated to management and the audit committee. Au-
ditors should refer to the guidance set forth under AU section
319, Consideration of Internal Control in a Financial Statement
Audit (AICPA, Professional Standards, vol. 1; and for audits con-
ducted in accordance with PCAOB standards: AICPA, PCAOB
Standards and Related Rules). 
Increased Opportunity for Fraud
Employees may have an increased opportunity to commit fraud
when entities merge. With major changes in the company’s oper-
ations, there may be breakdowns in internal control, including
the poor segregation of duties and a lack of supervisory reviews,
which employees can take advantage of by commiting fraud. Fur-
thermore, the bitterness that can follow a merger may trigger
some employees to rationalize that the commission of fraud is
justified. You should refer to the guidance set forth in AU section
316, Consideration of Fraud in a Financial Statement Audit
(AICPA, Professional Standards, vol. 1; and for audits conducted
in accordance with PCAOB standards: AICPA, PCAOB Stan-
dards and Related Rules), when assessing the risk of fraud.
Spring Loading and Premerger Outlays
An entity acquiring another entity may try to worsen the re-
ported financial performance of the purchased company during
the period immediately preceding the acquisition date, the stub
period. By worsening the financial performance of the acquired
company before the acquisition, management will find it much
easier to report “improved” performance after the acquisition,
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thus demonstrating the positive effects of the business combina-
tion and providing an increase in reported earnings. This practice
is often referred to as spring-loading. Generally, the practice in-
volves accelerating the purchased company’s payment of payables
and other obligations, and writing down investments and other
assets on the purchased company’s books. These practices may
not necessarily violate the letter of any GAAP standard.
However, this sort of financial engineering may involve the delib-
erate inflation of reserves and allowances recorded on the ac-
quired company’s books. These inflated reserves are then reversed
in the period following the acquisition providing a generous burst
of earnings growth. Accounts that can be manipulated in this
manner include:
• Reserves for merger costs
• Inventory obsolescence allowance
• Pension allowances
• Restructuring reserves
• Reserves for worker’s compensation and medical insurance
You should be on the lookout for these kinds of accounting prac-
tices and determine that the appropriate accounting treatment in
accordance with GAAP is being followed. 
Compliance With the Sarbanes-Oxley Act
Management of public companies may fail to consider the effect
of Sarbanes-Oxley and related SEC regulations on the merger.
For example, a company may encounter a serious challenge if it
acquires a privately held company that has not had to comply
with Sarbanes-Oxley. Necessary internal controls may not be in
place at the acquired entity. Auditors of public companies need to
pay special attention to the proper compliance with Sarbanes-
Oxley at the acquired entity and should consider the guidance
contained in PCAOB Auditing Standard No. 2, An Audit of In-
ternal Control Over Financial Reporting Performed in Conjunction
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With an Audit of Financial Statements (AICPA, PCAOB Standards
and Related Rules, AU sec. 320). 
Environmental Liabilities
Certain auto dealerships may face problems with asbestos or
other environmental liabilities. In March 2005, the FASB issued
FASB Interpretation No. 47, “Accounting for Conditional Asset Re-
tirement Obligations, an interpretation of FASB Statement No.
143.” Although the Interpretation is not limited to environmen-
tal liabilities, it does address how to account for situations in
which environmental liability can be projected. 
Under the requirements of the Interpretation, companies must
account for the fair value of any future liabilities that attach to an
asset, if a reasonable estimate of the fair value of that future liabil-
ity can be projected. This estimate should include all assets, even
if they are not currently scheduled for retirement; this includes
assets that will have an environmental liability that will be trig-
gered by a known future event. According to FASB Interpretation
No. 47, financial statements are required to reflect any legally re-
quired obligations and expenses for environmental remediation,
demolition, decommissioning, closure, disposal or recycling that
will attach to the property in the future. A company must at-
tempt to estimate the fair value of these future obligations, even if
the conditional event in the future that triggers the environmen-
tal liability has not yet occurred. If a future event can be reason-
ably projected, and the costs reasonably estimated, then the
liability must be recognized in the current financial statements. If
such information is not available at the present time, then that
fact and the supporting reasons shall be disclosed. 
If an auto dealership is faced with environmental issues, investi-
gation may be required to determine whether the assets are sub-
ject to reporting under FASB Interpretation No. 47. Not only
will a legal decision have to be made to confirm whether there is
any obligation to estimate and report the liability, environmental
managers and consultants may also need to estimate the probable
costs and timing of the future remediation, closure, disposal or
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recycling obligations. The Interpretation is effective no later than
the end of fiscal years ending after December 15, 2005 (Decem-
ber 31, 2005 for calendar-year companies).
Increasing Use of E-Commerce
The Internet presence of U.S.-franchised new car and light truck
dealers reached an all-time high in 2004, according to a survey
from the NADA’s Industry Analysis Division. NADA’s annual
survey of Internet utilization found that 94 percent of new car
and light truck dealerships have Web sites—up from 93 percent
in 2003 and 74 percent in 1999. Of these sites, 98 percent are in-
teractive, with most allowing car shoppers to view stock and
manufacturers’ suggested retail prices, fill out finance forms, and
schedule sales and service appointments. Many others provide
customers the convenience of ordering on-line and linking di-
rectly to related financial, insurance, and auto sites.
As dealerships venture into e-commerce, auditors need to con-
sider how these ventures will affect the audit. The technological
skills required to fully understand the operations of e-business
and the manner in which business is transacted may be highly
specialized. Therefore, you may need to engage information tech-
nology (IT) audit specialists to perform certain procedures. Qual-
ified IT specialists are sometimes available from another part of
the firm, such as the consulting division or the internal IT sup-
port staff. If not, you may have to go outside your own organiza-
tion to obtain qualified specialists.
Engaging a specialist for gaining an understanding of internal
controls, tests of controls, substantive tests, and analytical proce-
dures requires awareness of guidelines available in the authorita-
tive literature. According to AU section 336.06, specialized
assistance is advisable for auditors who:
. . . may encounter complex or subjective matters potentially
material to the financial statements. Such matters may require
special skill or knowledge and in the auditor’s judgment re-
quire using the work of a specialist to obtain competent evi-
dential matter.
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The use of an outside specialist4 in an e-business context does not
absolve the auditor from a certain level of understanding about
computers. It is important to plan accordingly when a specialist’s
services are required, because of the lead time necessary to con-
tract for a specialist’s services and the time required for the audi-
tor to obtain the minimum technological knowledge necessary to
supervise the specialist. According to AU Section 311.10:
If specialized skills are needed, the auditor should seek the as-
sistance of a professional possessing such skills, who may be ei-
ther on the auditor’s staff or an outside professional. If the use
of such a professional is planned, the auditor should have suf-
ficient computer-related knowledge to communicate the ob-
jectives of the other professional’s work; to evaluate whether
the specified procedures will meet the auditor’s objectives; and
to evaluate the results of the procedures applied as they relate
to the nature, timing, and extent of other planned audit proce-
dures. The auditor’s responsibilities with respect to using such
a professional are equivalent to those for other assistants.
Nonmonetary Exchanges
On occasion, a dealership may exchange a vehicle for advertising
services. Or, two dealerships may exchange vehicles to meet cus-
tomer needs or to balance their inventory. These types of trades
should be treated as an exchange, and should follow the guidance
outlined in Accounting Principles Board (APB) Opinion No. 29,
Accounting for Nonmonetary Transactions. The guidance in APB
Opinion No. 29 is based on the principle that exchanges of non-
monetary assets should be measured based on the fair value of the
assets exchanged. However, APB Opinion No. 29 provided an ex-
ception to the basic measurement principle (fair value) for ex-
changes of similar productive assets. That exception required
that some nonmonetary exchanges, although commercially sub-
stantive, be recorded on a carryover basis. FASB Statement of
4. Note that AU section 336.06 does not apply to specialists who are employed by the
firm and are part of the engagement team. AU section 336.06 indicates that the au-
ditor uses the work of the specialist as evidential matter in performing substantive
tests to evaluate material financial statement assertions. The specialist does not,
however, perform the substantive tests or analytical procedures.
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Financial Accounting Standards No. 153, Exchanges of Nonmone-
tary Assets—an amendment of APB Opinion No. 29, issued in De-
cember 2004, amends Opinion 29 to eliminate the exception for
nonmonetary exchanges of similar productive assets and replaces
it with a general exception for exchanges of nonmonetary assets
that do not have commercial substance—that is, transactions that
are not expected to result in significant changes in the cash flows
of the reporting entity. 
In addition, EITF Issue No. 04-13, Accounting for Purchases and
Sales of Inventory with the Same Counterparty, addresses how to
account for two-way exchanges of inventory by entities in the
same line of business. EITF No. 04-13 introduces an “in contem-
plation model,” which determines whether acquired inventory
that is subsequently sold represents one transaction or two. For
example, two auto dealers who enter into simultaneous transac-
tions to buy 10 cars from each other are deemed to be involved in
one transaction, while the same dealers who happen to buy each
other’s cars at an auction are involved in two transactions. The
auto dealers who swap cars would be required to record the ex-
change at the carrying amount of the inventory transferred. In
contrast, the auction example would represent two separate trans-
actions, and a gain or loss could be recognized on each sale. 
See www.fasb.org for further information on both EITF Issue
No. 04-13 and FASB Statement No. 153.
The Use of Swaps
Dealerships continue to use derivatives to manage their financing
costs by mitigating their exposure to interest rate risk. As interest
rates continue to rise, a growing number of dealers are locking in
rates by swapping floating rates for fixed rates. Dealers typically
use swaps to stabilize interest costs on real estate loans or floor-
plan financing. The AICPA Audit and Accounting Guide Audit-
ing Derivative Instruments, Hedging Activities, and Investments in
Securities (product no. 012520kk), defines a swap as follows:
Swap—a forward-based contract in which two parties agree to
swap streams of payments over a specified period of time. 
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In effect, they exchange the investment performance of one un-
derlying instrument for the investment performance of another
instrument without exchanging the instruments themselves. 
The two main types of swaps are interest rate swaps and exchange
rate swaps. An interest rate swap occurs if two parties agree to ex-
change interest payments on a set principal amount for a speci-
fied period of time. For example, if an entity pays a variable rate
of interest under the swap and receives a fixed rate of interest
under the swap, the entity actually pays or receives only the net
amount under the swap. The most common form of an interest
rate swap entails the exchange of streams of fixed rate and variable
interest payments. Interest rate swaps are often used because they
allow the borrower to borrow in a readily accessible market yet
obtain the type of debt they need via the swap. Swaps are also
used to hedge existing debt obligations. 
Other examples are basis swaps in which both rates are variable
but are tied to different index rates, and fixed-rate currency
swaps, whereby two counterparties exchange fixed-rate interest in
one currency for fixed-rate interest in another currency. 
If your client is financing with swaps, you should become fa-
miliar with what a swap is and how to audit such financial
instruments.
Keep in mind that FASB Statement No. 133, Accounting for De-
rivative Instruments and Hedging Activities, applies when account-
ing for swaps. When auditing swaps AU section 332, Auditing
Derivative Instruments, Hedging Activities, and Investments in Se-
curities (AICPA Professional Standards, vol. 1) should be followed. 
The following are potential misstatements relating to swaps:
• Failure to identify the swap
• Failure to properly document the hedge and the expecta-
tion of hedge effectiveness
• Hedge not highly effective on an ongoing basis, so that
hedge accounting is no longer appropriate
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• Assessment of hedge effectiveness inconsistent with the
risk management strategy documented for the particular
hedging relationship
• Dealership not assessing hedge effectiveness for similar
hedging strategies in a similar manner, and not document-
ing such differences
• Incorrectly determining the fair value of the swap and the
bonds
• Incorrectly computing and recording interest and accrued
interest on the bonds
• Inadequate financial statement presentation and disclosure
The following are inherent risks related to swaps:
• The transaction requires no initial cash outlay, and, there-
fore, detection of the derivative may be difficult. 
• Management may not have a valuation model capable of
valuing the interest rate swap and may instead rely on the
broker-dealer who arranged the transaction for the valua-
tion of the swap.
• Credit risk related to the swap is moderate and is primarily
related to the risk of nonperformance by the counterparty.
Vehicle Leasing
Vehicle leasing began to make a modest comeback in 2004. Leas-
ing peaked in 1999 with a 25-percent penetration of total sales of
17.4 million cars and trucks. The low point was 2003 when 13
percent of 16.9 million vehicle deliveries were leases. But the lease
numbers are nudging up; about 2 million vehicles, or 14.2 per-
cent, were leased in 2004. Leasing will increase to 16.5 percent in
2005 and hit 20 percent in a few years, according to Automotive
Lease Guide.
As interest rates rise and as residual values stabilize, leasing be-
comes more attractive. But the terrific lease terms of yesteryear
will remain a memory. Back then, auto makers subsidized leasing
36
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to move the cars and build customer loyalty with low monthly
leasing payments. The strategy was structured on overly opti-
mistic forecasts that vehicle residual values would be higher than
they actually turned out to be. That led to millions of dollars lost
as predicted values collided with real values. 
Hefty sales incentives of the last four years also converted many
lessees into buyers. Lease terms today are higher than before be-
cause they are built on a more realistic prediction of what a vehi-
cle will be worth at the end of the lease. Manufacturers also do a
better job of remarketing off-lease vehicles, especially through
certified used-car programs that fetch higher prices for recondi-
tioned three- and four-year-old vehicles with low mileage and
warranties.
In most cases, a dealer lease arrangement is treated as a typical
sales transaction because the dealership does not maintain the
lease but transfers it to a manufacturer’s financing subsidiary. The
dealership records a sale to the financing institution and the fi-
nancing institution obtains a vehicle subject to a lease and the re-
sponsibility to account for the lease transaction. 
Dealerships may, however, retain vehicle leases and lease new ve-
hicles under either a sales-type lease or an operating lease. If a
long-term lease meets the criteria established by FASB Statement
No. 13, Accounting for Leases, the leasing transaction is treated as
a sale. 
Many leases establish a mileage charge in addition to the mini-
mum lease payments. These are considered contingent payments
under FASB Statement No. 13 and are not included in the mini-
mum lease payments. Accordingly, they do not enter into the cal-
culation of the sales price of a sales-type lease. Instead, they are
recognized when they are determined to be receivable. FASB
Statement No. 13 requires that the total contingent rentals in-
cluded in income be disclosed in the financial statements. (See
EITF Issue No. 98-9, Accounting for Contingent Rent, for guid-
ance on how lessors and lessees should account for contingent
rental income that is based on future specified targets.)
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Dealerships may also enter into operating leases, some of which
are long-term leases that do not meet the criteria established in
FASB Statement No. 13 for sales-type leases. Others are short-
term rentals to benefit customers whose vehicles need repair.5 In
these cases, rental revenue is recognized as it is earned. Many
floorplan arrangements allow the dealer to pay off a portion of
the debt every month for these vehicles.
For operating leases, auditors should consider whether manage-
ment has complied with the provisions and disclosures required
by FASB Statement No. 13.
Auditors may also wish to select a sample of the new leases and
review selected lease agreements. Auditors may also wish to un-
derstand all relevant terms of the lease agreements, to ensure that
management has properly accounted for the transactions, includ-
ing the calculation of receivables and interest income for sales-
type leases. Further, auditors may consider confirming the
principal balance with the lessee for sales-type leases. 
Showroom Lease Accounting
Some auto dealers are heavily spending on new and refurbished
showrooms to entice customers with upscale amenities. Accord-
ing to NADA, approximately one-third of one percent of U.S.
dealers have made significant improvements to showrooms, ser-
vice, and waiting areas in 2004 and 2005, with an emphasis on
business centers for customers and showroom upgrades. Domes-
tic automakers in particular have been pushing auto dealers to
improve their facilities to help boost lagging sales. 
In January 2005, the SEC issued an interpretation clarifying its
position on certain accounting issues and their application under
GAAP relating to operating leases. Of specific concern was the
appropriate accounting for (1) the amortization of leasehold im-
provements by a lessee in an operating lease with lease renewals,
(2) the pattern of recognition of rent when the lease term in an
38
5. The same accounting is usually used for loaners except that there is no rental
revenue. Many dealerships include loaners under inventory in their financial
statements.
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operating lease contains a period where there are free or reduced
rents (commonly referred to as rent holidays), and (3) incentives
related to leasehold improvements provided by a landlord/lessor
to a tenant/lessee in an operating lease. 
The staff ’s views on these issues were as follows: 
• Amortization of Leasehold Improvements. The staff believes
that leasehold improvements in an operating lease should
be amortized by the lessee over the shorter of their eco-
nomic lives or the lease term, as defined in paragraph 5(f )
of FASB Statement No. 13, as amended. The staff believes
amortizing leasehold improvements over a term that in-
cludes assumption of lease renewals is appropriate only
when the renewals have been determined to be “reason-
ably assured,” as that term is defined in FASB Statement
No. 13.
• Rent Holidays. The staff believes that pursuant to the re-
sponse in paragraph 2 of FASB Technical Bulletin 85-3,
Accounting for Operating Leases with Scheduled Rent In-
creases, rent holidays in an operating lease should be rec-
ognized by the lessee on a straight-line basis over the lease
term (including any rent holiday period) unless another
systematic and rational allocation is more representative
of the time pattern in which leased property is physically
utilized. 
• Landlord/Tenant Incentives. The staff believes that (1) lease-
hold improvements made by a lessee that are funded by
landlord incentives or allowances under an operating lease
should be recorded by the lessee as leasehold improvement
assets and amortized over a term consistent with the guid-
ance in the first bullet above; (2) the incentives should be
recorded as deferred rent and amortized as reductions to
lease expense over the lease term in accordance with para-
graph 15 of FASB Statement No. 13 and the response to
Question 2 of FASB Technical Bulletin 88-1, Issues Relat-
ing to Accounting for Leases, and therefore, the staff be-
lieves it is inappropriate to net the deferred rent against the
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leasehold improvements; and (3) a registrant’s statement of
cash flows should reflect cash received from the lessor that
is accounted for as a lease incentive within operating activ-
ities and the acquisition of leasehold improvements for
cash within investing activities. 
Although the SEC only directed its interpretation to public regis-
trants, the accounting guidance outlined by the SEC also applies
to privately held companies. To the extent that dealerships have
deviated from the lease accounting standards and related inter-
pretations set forth by the FASB, those dealerships, in consulta-
tion with their independent auditors, should assess the impact of
the resulting errors on their financial statements to determine
whether restatement is required. The SEC staff believes that the
positions noted above are based upon existing accounting litera-
ture and dealerships who determine their prior accounting to be
in error should state that the restatement results from the correc-
tion of errors or, if restatement was determined by management
to be unnecessary, state that the errors were immaterial to prior
periods.
Registrants in particular should ensure that the disclosures re-
garding both operating and capital leases clearly and concisely ad-
dress the material terms of and accounting for leases. Registrants
should provide basic descriptive information about material
leases, usual contract terms, and specific provisions in leases relat-
ing to rent increases, rent holidays, contingent rents, and lease-
hold incentives. The accounting for leases should be clearly
described in the notes to the financial statements and in the dis-
cussion of critical accounting policies in management’s discussion
and analysis (MD&A) if appropriate. Known likely trends or un-
certainties in future rent or amortization expense that could ma-
terially affect operating results or cash flows should be addressed
in MD&A. The disclosures should address the following:
• Material lease agreements or arrangements. The essential pro-
visions of material leases, including the original term, re-
newal periods, reasonably assured rent escalations, rent
holidays, contingent rent, rent concessions, leasehold im-
provement incentives, and unusual provisions or conditions.
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• The accounting policies for leases, including the treatment
of each of the above components of lease agreements.
• The basis on which contingent rental payments are deter-
mined with specificity, not generality.
• The amortization period of material leasehold improve-
ments made either at the inception of the lease or during
the lease term, and how the amortization period relates to
the initial lease term.
Lending
The average new car loan term has jumped to nearly 62 months.
With longer loans, negative equity becomes an issue. Also, new-
car incentives, such as “employee pricing,” have hurt used-car
prices and trade-in values. When consumers look to purchase a
new vehicle, their negative equity may get rolled into new loans. 
If the dealership provides the customer with financing and the
note is sold to a financial institution, that institution generally
pays a fee to the dealership. If a customer prepays or defaults on
the note, the financial institution may charge back a portion of
the fee to the dealership. 
In determining whether a dealership should recognize financing
income, auditors should assess management’s consideration of
FASB Statement No. 140, Accounting for Transfers and Servicing
of Financial Assets and Extinguishments of Liabilities. 
Interpretation No. 1, “The Use of Legal Interpretations As Evi-
dential Matter to Support Management’s Assertion That a Trans-
fer of Financial Assets Has Met the Isolation Criterion in
Paragraph 9(a) of Financial Accounting Standards Board State-
ment No. 140,” of AU sections 9336.01-.21, Using the Work of a
Specialist (AICPA, Professional Standards, vol. 1), provides guid-
ance regarding the use of a legal specialist’s findings as audit evi-
dence to support management’s assertion that a transfer of
financial assets meets the legal isolation criterion of paragraph 9(a)
of FASB Statement No. 140. The Interpretation addresses when
the use of a legal specialist’s work may be appropriate; factors that
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should be considered in assessing the adequacy of the legal re-
sponse; and the use, as audit evidence, of legal responses that are
restricted to the client’s use. The Interpretation includes the form
of letter that adequately communicates permission for the audi-
tor to use the legal specialist’s opinion for the purpose of evaluat-
ing management’s assertion as well as sample language that does
not adequately communicate such permission.
In December 2003, the AICPA issued SOP 03-3, Accounting for
Certain Loans or Debt Securities Acquired in a Transfer, which pro-
vides guidance on the proper accounting for loans acquired by
purchase and in other transfers (including used automobile retail
sales contracts) that show evidence of deteriorating credit quality
since origination and for which it is probable, at acquisition, that
the purchaser will be unable to collect all contractually required
payments receivable. The guidance generally precludes accretion
(or recognition) of purchase discount income when actual collec-
tions equal those that were expected when the loans were ac-
quired. Additionally, a valuation allowance is required when
actual collections are less than those expected at the time of ac-
quisition. Only when actual cash flows exceed those that were ex-
pected at the time of acquisition, can the finance company
recognize such differences into income subject to certain limita-
tions. The ability to apply these rules is largely dependent on hav-
ing reasonable expectations about the timing and amount of cash
flows that can be expected to be collected at the time the loans are
acquired. Therefore, finance companies will need to perform
more extensive financial analysis prior to acquiring the loans and
more accurately predict portfolio losses that will be expected over
the remaining life of the portfolio.
This accounting guidance applies when loans are acquired either
by a related finance company (from its affiliated dealership) or
from unrelated dealer operators. This SOP only affects reported
financial results when the finance company reports separately
from its related dealership, since transactions addressed by the
SOP are eliminated when reporting the combined results of the
finance company and the related dealership together. If applica-
ble, this SOP must be applied prospectively in reporting financial
results for years beginning after December 15, 2004. 
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Pension Plans
Many companies in a variety of industries have underfunded de-
fined-benefit plans whereby the obligations owed to retirees ex-
ceed the assets in the plans. These companies are faced with
infusing large amounts of cash into these plans to maintain legal
requirements; as a result, many companies have opted to termi-
nate their pension plans. Management should continually moni-
tor the key assumptions used in measuring pension benefit
obligations, returns on plan assets, and periodic service cost.
Principal actuarial assumptions include discount rates, participa-
tion rates, and factors affecting the amount and timing of future
benefit payments. FASB Statements No. 87 and No. 106, Em-
ployers’ Accounting for Postretirement Benefits Other Than Pensions,
indicate that each assumption shall reflect the best estimate with
respect to that individual assumption on the applicable measure-
ment date.
When auditing accounting estimates, auditors should pay close
attention to the underlying assumptions used by management.
AU section 342, Auditing Accounting Estimates (AICPA, Profes-
sional Standards, vol. 1), provides guidance on obtaining and
evaluating sufficient evidential matter to support significant ac-
counting estimates used in a client’s financial statements. Practi-
cal guidance on auditing estimates is also available in the AICPA
Audit and Accounting Practice Aid Auditing Estimates and Other
Soft Accounting Information (product no. 010010kk).
In addition, in December 2003, the FASB issued revised FASB
Statement No. 132, Employers’ Disclosures about Pensions and
Other Postretirement Benefits—an amendment of FASB Statements
No. 87, 88, and 106. This Statement applies only to defined-ben-
efit pension plans and other postretirement benefit plans, but
does not apply to defined contribution or multiemployer plans.
The Statement requires additional disclosures about pension
plans and other postretirement benefits. Auditors should under-
stand the requirements of FASB Statement No. 132(R) to deter-
mine whether management has complied with those
requirements. 
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Employee Stock Options
Certain auto dealerships issue stock options to their employees as
part of their compensation. Issuing equity instruments makes a
lot of sense, partly because of the favorable accounting treatment
and partly because the use of equity conserves cash and generates
capital.
In reaction to increased scrutiny from the press, Congress, regula-
tors, and others, the FASB issued a revised standard, FASB State-
ment No. 123(R), in December 2004. The Statement addresses
the accounting for employee stock options, and accounting for
transactions in which a company incurs liabilities that are based
on the fair value of the company’s equity instruments or that may
be settled by issuing equity instruments in exchange for employee
services. The Statement only affects employee stock options and
related liabilities; it does not affect the accounting for similar
transactions involving parties other than employees. It also does
not affect the accounting for employee stock ownership plans
(ESOPs), which are subject to SOP 93-6, Employers’ Accounting
for Employee Stock Ownership Plans. Generally, the approach in
the Statement is similar to the approach described in FASB State-
ment No. 123, Accounting for Stock-Based Compensation. How-
ever, the Statement requires all share-based payments to
employees, including grants of employee stock options, to be rec-
ognized in the income statement based on their fair values. 
The main purpose of this Statement is to recognize the cost of
employee services received in exchange for equity instruments
and related liabilities in an entity’s financial statements. Key pro-
visions of the Statement are as follows:
• For public entities, the cost of employee services received
in exchange for equity instruments is measured using the
fair value of those instruments on the grant date. The com-
pensation cost is then recognized over the requisite service
period (usually the vesting period). Generally, no cost is
recognized if the equity instruments do not vest.
• For public entities, the cost of employee services received
in exchange for liabilities is initially measured at the fair
44
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value of the liabilities, and then remeasured at each report-
ing date through the settlement date. The pro rata change
in the fair value of the liability during the requisite service
period is recognized over that period. After the requisite
service period is complete, the change in fair value is recog-
nized in the financial statements in the period of the
change. 
• On the grant date, the estimated fair value of employee
stock options and similar instruments is determined using
options pricing models (unless observable market prices
are available).
• If an equity award is modified after the grant date, incre-
mental compensation cost is recognized. This amount is
the difference between the fair value of the modified award
and the fair value of the original award immediately before
the modification.
• If the terms of employee share purchase plans are no more
favorable than those available to all holders of the same
class of shares, and substantially all employees can partici-
pate on an equitable basis, those plans are not considered
compensatory.
• Excess tax benefits, as defined by the Statement, are
treated as additional paid-in capital. Cash retained as a re-
sult of those benefits is reported in the statement of cash
flows as cash from financial activities. The write-off of de-
ferred tax assets as a result of unrealized tax benefits asso-
ciated with recognized compensation is reported as
income tax expense.
• The Statement allows nonpublic companies to elect to use
the intrinsic method to measure the cost of employee stock
options and similar instruments, as well as liability instru-
ments. Public companies may also use the intrinsic
method if it is not reasonably possible to estimate grant-
date fair value.
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• The notes to the financial statements of all entities
should include information that users need to under-
stand the nature of employee stock options and similar
instruments and the effect of those instruments on the fi-
nancial statements.
In April 2005, the SEC adopted a rule amending the compliance
dates for FASB Statement No. 123(R). The new rule does not
change the accounting that the Statement requires, but it does
allow companies more time to implement it. Originally, the
deadline was the beginning of the first interim or annual period
after June 15, 2005, or December 15, 2005, for small business is-
suers. The SEC now requires implementation no later than the
beginning of the first fiscal year after those dates. For example,
calendar year-end companies, excluding small business issuers, do
not have to comply with FASB Statement No. 123(R) until the
first quarter of 2006. However, companies with a June 30 year-
end, excluding small business issuers, must comply with the
Statement’s requirements beginning July 1, 2005.  
The SEC also issued Staff Accounting Bulletin (SAB) No. 107,
Share-Based Payment, in April 2005, to help public companies
implement the provisions of FASB Statement No. 123(R). The
SAB does not alter any conclusions in FASB Statement No.
123(R), but states that amounts represented in financial state-
ments for stock option expenses are highly judgmental estimates.
For example, because the grant-date fair value estimate required
by FASB Statement No. 123(R) is not intended to predict the ul-
timate value realized by an option holder, the staff will not object
to reasonable fair value estimates made in good faith, even if sub-
sequent events indicate other estimates would have been more ac-
curate. See the SEC Web site at www.sec.gov/interps/account/
sab107.pdf for complete information.
You should continue to follow the developments of this State-
ment and discuss its implications with your auto dealership
clients if they issue stock options. For information on this State-
ment and other accounting standards issued subsequent to this
Alert, please refer to the FASB Web site at www.fasb.org. You
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may also look for announcements of newly issued standards in
the CPA Letter and Journal of Accountancy.
Disaster Recovery Resources
In August 2005, Katrina devastated several states along the Gulf
Coast of the United States, took many lives, and caused consider-
able damage to entities. In its effort to provide financial reporting
guidance on accounting and disclosures of losses from natural
disasters, AICPA staff identified certain accounting and auditing
issues and provided a road map to relevant accounting literature
for use by the nongovernmental entities that will assist preparers
and practitioners. In addition, the AICPA issued three technical
practice aids that relate to Katrina and other natural disasters:
• AICPA Technical Practice Aid 9070.05, Consideration of
Impact of Losses From Natural Disasters Occurring After
Completion of Audit Field Work and Signing of the Auditor’s
Report But Before Issuance of the Auditor’s Report and Related
Financial Statements
• AICPA Technical Practice Aid 8345.01, Audit Considera-
tions When Client Evidence and Corroborating Evidence in
Support of the Financial Statements Has Been Destroyed by
Fire, Flood, or Natural Disaster
• AICPA Technical Practice Aid 8345.02, Considerations
When Audit Documentation Has Been Destroyed by Fire,
Flood, or Natural Disaster
In addition, the FASB noted that losses that resulted from the de-
struction of Hurricane Katrina are not extraordinary events;
therefore, dealerships affected by the hurricane will not be able to
exclude costs related to the hurricane when reporting their finan-
cial results. According to the FASB, “as tragic as hurricanes and
other natural disasters are for everyone affected, unfortunately
every year many businesses across the country are affected by
these types of events and thus they do not represent an unusual
and infrequent occurrence to businesses or to insurers.” Addi-
tional disaster recovery resources are available at www.aicpa.org.
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On the Horizon 
Auditors should keep abreast of auditing and accounting devel-
opments and upcoming guidance that may affect their engage-
ments. You should check the appropriate standard-setting Web
sites (listed below) for a complete picture of all accounting and
auditing projects in progress. Presented below is brief informa-
tion about certain projects that are expected to result in final
standards in the near future. Remember that exposure drafts are
nonauthoritative and cannot be used as a basis for changing
GAAP or GAAS. 
The following table lists the various standard-setting bodies’ Web
sites, where information may be obtained on outstanding expo-
sure drafts, including downloading a copy of the exposure draft.
These Web sites contain much more in-depth information about
proposed standards and other projects in the pipeline. 
Standard-Setting Body Web Site 
AICPA ASB (Note that for www.aicpa.org/members/div/
audits of public companies, auditstd/drafts.htm 
the PCAOB sets auditing standards.)
AICPA Accounting Standards www.aicpa.org/members/div/
Executive Committee (AcSEC) acctstd/edo/index.htm
FASB www.fasb.org
Governmental Accounting www.gasb.org 
Standards Board (GASB)
Professional Ethics Executive www.aicpa.org/members/div/
Committee (PEEC) ethics/index.htm
PCAOB www.pcaobus.org
Help Desk—The AICPA’s standard-setting committees pub-
lish exposure drafts of proposed professional standards exclu-
sively on the AICPA Web site. The AICPA will notify
interested parties by e-mail about new exposure drafts. To be
added to the notification list for all AICPA exposure drafts,
send your e-mail address to memsat@aicpa.org. Indicate “ex-
posure draft e-mail list” in the subject header field to help
process your submission more efficiently. Include your full
name, mailing address and, if known, your membership and
subscriber number in the message.
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Auditing Pipeline—Nonpublic Companies 
The standards discussed in this section would not apply to the
audits of public companies. Readers should keep abreast of the
status of the following projects and projected exposure drafts,
inasmuch as they will substantially affect the audit process. More
information can be obtained on the AICPA’s Web site at
www.aicpa.org. 
Eight Statements on Auditing Standards Related to Audit Risk 
In October 2005, the AICPA’s ASB voted to ballot eight new
Statements on Auditing Standards (SASs) relating to the auditor’s
risk assessment process. One open item, dealing with materiality,
is yet to be resolved. The ASB believes that the requirements and
guidance provided in the SASs would result in a substantial
change in audit practice and in more effective audits. The pri-
mary objective of the SASs is to enhance auditors’ application of
the audit risk model in practice by requiring: 
• More in-depth understanding of the entity and its envi-
ronment, including its internal control, to identify the
risks of material misstatement in the financial statements
and what the entity is doing to mitigate them.
• More rigorous assessment of the risks of material misstate-
ment of the financial statements based on that under-
standing.
• Improved linkage between the assessed risks and the na-
ture, timing, and extent of audit procedures performed in
response to those risks.
The eight SASs consist of:
• Amendment to “Due Professional Care in the Performance of
Work,” of Statement on Auditing Standards No. 1, Codifica-
tion of Auditing Standards and Procedures
• Amendment to Statement on Auditing Standards No. 95,
Generally Accepted Auditing Standards
• Audit Evidence
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• Audit Risk and Materiality in Conducting an Audit
• Planning and Supervision
• Understanding the Entity and Its Environment and Assessing
the Risks of Material Misstatement
• Performing Audit Procedures in Response to Assessed Risks and
Evaluating the Audit Evidence Obtained
• Amendment to Statement on Auditing Standards No. 39,
Audit Sampling
The SASs establish standards and provide guidance concerning
the auditor’s assessment of the risks of material misstatement in a
financial statement audit, and the design and performance of
audit procedures whose nature, timing, and extent are responsive
to the assessed risks. In addition, the SASs establish standards and
provide guidance on planning and supervision, the nature of
audit evidence, and evaluating whether the audit evidence ob-
tained affords a reasonable basis for an opinion regarding the fi-
nancial statements under audit. 
Proposed SAS, Communication of Internal Control Related
Matters Noted in an Audit
This proposed SAS will supersede SAS No. 60, Communication of
Internal Control Related Matters Noted in an Audit (AICPA, Pro-
fessional Standards, vol. 1, AU sec. 325), and significantly
strengthen the quality of auditor communications of such mat-
ters in audits of nonpublic companies. Readers should be alert for
the issuance of a final standard in the first quarter of 2006.
SAS, Audit Documentation
In October 2005, the ASB voted out this new SAS that will su-
persede SAS No. 96 of the same name (AICPA, Professional Stan-
dards, vol. 1, AU sec. 339) and establish standards and provide
guidance to an auditor of a nonissuer on audit documentation for
audits of financial statements or other financial information
being reported on. In developing this SAS, the ASB considered
the documentation requirements of PCAOB Auditing Standard
No. 3, Audit Documentation; the International Auditing and
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Assurance Standards Board’s exposure draft, ISA 230, Audit Doc-
umentation, issued in September 2004; suggestions received from
the National Association of State Boards of Accountancy; and
Government Auditing Standards (GAS, also referred to as the Yel-
low Book) issued by the Comptroller General of the United
States. 
In addition to the SAS, the ASB voted out amendments to SAS
No. 1, Codification of Auditing Standards and Procedures (AICPA,
Professional Standards, vol. 1, AU sec. 530.01 and .05, “Dating of
the Independent Auditor’s Report”). The amendment requires
that the auditor’s report not be dated earlier than the date on
which the auditor has obtained sufficient competent audit evi-
dence to support the opinion on the financial statements. The
ASB also voted out an amendment to SAS No. 95, Generally Ac-
cepted Auditing Standards (AICPA, Professional Standards, vol. 1,
AU sec. 150.05). The amendment adds a requirement for the au-
ditor to document his or her justification for a departure from the
SASs in the working papers. 
SAS, Defining Professional Requirements in Statements on
Auditing Standards, and Statement on Standards for
Attestation Engagements, Defining Professional Requirements
in Statements on Standards for Attestation Engagements
In October 2005, the ASB voted out a SAS entitled Defining
Professional Requirements in Statements on Auditing Standards
and a Statement on Standards for Attestation Engagements
(SSAE) entitled Defining Professional Requirements in Statements
on Standards for Attestation Engagements. The SAS and SSAE de-
fine the terminology the ASB will use to describe the degrees of
responsibility that the requirements impose on the auditor or
the practitioner. 
Proposed SSAE, Reporting on an Entity’s Internal Control Over
Financial Reporting
This proposed SSAE establishes standards and provides guidance
to the practitioner who is engaged to issue or does issue an ex-
amination report on the effectiveness of an entity’s internal con-
trol over financial reporting as of a point in time (or on an
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assertion thereon). Specifically, guidance is provided regarding
the following:
• Conditions that must be met for a practitioner to accept an
engagement to examine the effectiveness of an entity’s in-
ternal control and the prohibition of acceptance of an en-
gagement to review such subject matter 
• Engagements to examine the design and operating effec-
tiveness of an entity’s internal control
• Engagements to examine the design and operating effec-
tiveness of a portion of an entity’s internal control (for ex-
ample, internal control over financial reporting of an
entity’s operating division or its accounts receivable) 
• Engagements to examine only the suitability of design of
an entity’s internal control (no assertion is made about the
operating effectiveness of internal control)
• Engagements to examine the design and operating effec-
tiveness of an entity’s internal control based on criteria es-
tablished by a regulatory agency
Readers should be alert for the issuance of a final standard in the
fourth quarter of 2005.
Amendment to SAS No. 69, The Meaning of Present Fairly in
Conformity With Generally Accepted Accounting Principles,
for Nongovernmental Entities
The ASB has issued an exposure draft introducing a proposed
SAS entitled Amendment to Statement on Auditing Standards No.
69, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles, for Nongovernmental Entities. This
proposed SAS, which applies only to nongovernmental entities,
has been issued in response to the FASB’s proposed Statement of
Financial Accounting Standards entitled The Hierarchy of Gener-
ally Accepted Accounting Principles. The FASB proposal moves re-
sponsibility for the GAAP hierarchy for nongovernmental
entities from the auditing literature (SAS No. 69) to the account-
ing literature. The proposed SAS deletes the GAAP hierarchy for
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nongovernmental entities from SAS No. 69. The ASB decided to
coordinate the provisions and effective date of this exposure draft
with the FASB proposed statement, which can be obtained at
www.fasb.org.
Auditing Pipeline—Public Companies
PCAOB Auditing Standard No. 4, Reporting on Whether a
Previously Reported Material Weakness Continues to Exist
In July 2005, the PCAOB adopted a standard that applies when
auditors report on the elimination of a material weakness in a
company’s internal control over financial reporting. The standard
establishes a voluntary stand-alone engagement that would be
performed at the company’s request. This standard facilitates im-
plementation of the requirements of Section 404 of the Act and
provides for additional assurance regarding the reliability of pub-
lic company financial reporting. The standard will not take effect
unless approved by the SEC.
PCAOB Ethics and Independence Rules Concerning
Independence, Tax Services, and Contingent Fees
In July 2005, the PCAOB adopted certain ethics and indepen-
dence rules addressing tax services, contingent fees, and certain
related general ethics and independence standards. The rules fur-
ther strengthen the auditor’s responsibilities in connection with
seeking audit committee pre-approval of tax services. The rules
also treat registered public accounting firms as not independent
of their audit clients if they (1) enter into contingent fee arrange-
ments with those clients, (2) provide services related to market-
ing, planning, or opining in favor of a confidential transaction’s
tax treatment or a tax treatment on a transaction that is based on
aggressive interpretation of tax laws, or (3) provide tax services to
members of management who serve in financial reporting over-
sight roles at an audit client or to immediate family members of
such person. The rules also include a general obligation requiring
a registered public accounting firm to be independent of the
firm’s audit clients throughout the audit and professional engage-
ment period. The rules will not take effect unless approved by the
SEC.
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Accounting Pipeline
Proposed FASB Statement, The Hierarchy of Generally
Accepted Accounting Principles
This proposed Statement would identify the sources of account-
ing principles and the framework for selecting the principles to be
used in the preparation of financial statements of nongovernmen-
tal companies that are presented in conformity with U.S. GAAP
(or the GAAP hierarchy). The GAAP hierarchy is currently pre-
sented in AICPA Statement on Auditing Standards No. 69. How-
ever, the FASB believes that the GAAP hierarchy should be
directed specifically to companies because it is the company, not
the auditor, who is responsible for selecting its accounting princi-
ples for financial statements. Accordingly, the FASB concluded
that the GAAP hierarchy should reside in the accounting litera-
ture established by the FASB. The FASB decided to carry forward
the GAAP hierarchy as set forth in SAS 69, subject to certain
modifications. The proposed Statement would be effective for fis-
cal periods beginning after September 15, 2005. Readers should
be alert for the issuance of a final Statement, which is expected in
the third quarter of 2005.
Proposed FASB Statements, Business Combinations, and
Consolidated Financial Statements, Including Accounting and
Reporting of Noncontrolling Interests in Subsidiaries
In these proposed Statements, the Board plans to revise the exist-
ing guidance on the application of the purchase method. The fol-
lowing are among the main proposals:
1. That all acquisitions of businesses be measured at the fair
value of the business acquired.
2. That substantially all of the assets acquired and liabilities
assumed of the acquired business be recognized and mea-
sured at their fair values at the acquisition date.
3. That entities that follow U.S. GAAP and international
standards apply substantially the same accounting require-
ments for their business combinations.
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Issuance of the exposure drafts on business combinations—pur-
chase method procedures and noncontrolling interests—are ex-
pected in mid-2005. The FASB’s goal is to issue the two final
Standards in the third quarter of 2006. The target effective date
for the two proposed Statements is for fiscal years beginning on
or after December 15, 2006.
Proposed FASB Statements, Accounting for Transfers of
Financial Assets, Accounting for Servicing of Financial Assets,
and Accounting for Certain Hybrid Financial Instruments
The exposure draft, Accounting for Transfers of Financial Assets, is a
revision of a June 2003 exposure draft, Qualifying Special-Purpose
Entities and Isolation of Transferred Assets, and would amend FASB
Statement No. 140, Accounting for Transfers and Servicing of Fi-
nancial Assets and Extinguishments of Liabilities. The proposed
Statement seeks to (1) clearly specify the circumstances that re-
quire the use of a qualifying special-purpose entity (SPE) in order
to derecognize all or a portion of financial assets, (2) provide ad-
ditional guidance on permitted activities of qualifying SPEs, (3)
eliminate the prohibition on a qualifying SPE’s ability to hold
passive derivative financial instruments that pertain to beneficial
interests held by a transferor, and (4) revise the initial measure-
ment of interests related to transferred financial assets held by a
transferor. The effective dates associated with this proposed State-
ment vary; refer to the exposure draft for further information.
The exposure draft, Accounting for Servicing of Financial Assets,
would also amend Statement No. 140. The proposed Statement
would (1) require all separately recognized servicing rights to be
initially measured at fair value, if practicable, (2) permit an entity
to choose between two measurement methods for each class of
separately recognized servicing assets and liabilities, and (3) re-
quire additional disclosures for all separately recognized servicing
rights. The proposed Statement would be effective for transac-
tions occurring in the earlier of the first fiscal year beginning after
December 15, 2005, or fiscal years that begin during the fiscal
quarter in which the Statement is issued.
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The proposed Statement, Accounting for Certain Hybrid Financial
Instruments, would amend Statement No. 140, and Statement
No. 133, Accounting for Derivative Instruments and Hedging Activ-
ities. Specifically, the proposed Statement would:
1. Permit fair value remeasurement for any hybrid financial
instrument that contains an embedded derivative that oth-
erwise would require bifurcation. 
2. Clarify which interest-only strips and principal-only strips
are not subject to the requirements of FASB Statement
No. 133. 
3. Establish a requirement to evaluate beneficial interests in
securitized financial assets to identify interests that are free-
standing derivatives or that are hybrid financial instru-
ments that contain an embedded derivative requiring
bifurcation.
4. Clarify that concentrations of credit risk in the form of
subordination are not embedded derivatives.
5. Eliminate restrictions on a qualifying SPE’s ability to hold
passive derivative financial instruments that pertain to
beneficial interests that are themselves or that contain a de-
rivative financial instrument. 
The proposed Statement would be effective after the earlier of fis-
cal years beginning after December 15, 2005, or fiscal years that
begin during the fiscal quarter in which the Statement is issued.
Readers should be alert for the issuance of final Statements,
which are expected in the first quarter of 2006. See the FASB
Web site at www.fasb.org for complete information.
Proposed FASB Statement Fair Value Measurements
In June 2004, the FASB published an exposure draft of a pro-
posed Statement, Fair Value Measurements, which seeks to estab-
lish a framework for measuring fair value that would apply
broadly to financial and nonfinancial assets and liabilities, im-
proving the consistency, comparability, and reliability of the mea-
surements. The fair value framework would clarify the fair value
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measurement objective and its application under authoritative
pronouncements that require fair value measurements. The expo-
sure draft would replace any current guidance for measuring fair
value in those pronouncements and would expand current disclo-
sures. Readers should be alert for the issuance of a final State-
ment, which is expected in the first quarter of 2006. Refer to the
FASB Web site at www.fasb.org for complete information.
Proposed FASB Statement Earnings per Share—an amendment
of FASB Statement No. 128
This proposed Statement would amend the computations guid-
ance in FASB Statement No. 128, Earnings per Share, for calcu-
lating the number of incremental shares included in diluted
shares when applying the Treasury stock method. Also, this pro-
posed Statement would eliminate the provisions of Statement
No. 128 that allow an entity to rebut the presumption that con-
tracts with the option of settling in either cash or stock will be
settled in stock. In addition, this proposed Statement would re-
quire that shares that will be issued upon the mandatory conver-
sion of a convertible security be included in the weighted-average
number of ordinary shares outstanding used in computing basic
earnings per share from the date when conversion becomes
mandatory. Readers should be alert for the issuance of a final
Statement, which is expected to be released in the third quarter of
2005.
Proposed FASB Interpretation Accounting for Uncertain 
Tax Positions
In July 2005, the FASB published an exposure draft of a pro-
posed Interpretation, Accounting for Uncertain Tax Positions,
which seeks to reduce the significant diversity in practice associ-
ated with recognition and measurement in the accounting for in-
come taxes. It would apply to all tax positions accounted for in
accordance with FASB Statement No. 109, Accounting for Income
Taxes. Specifically, the exposure draft requires that a tax position
meet a probable recognition threshold for the benefit of the uncer-
tain tax position to be recognized in the financial statements.
This threshold is to be met assuming that the tax authorities will
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examine the uncertain tax position. The exposure draft also con-
tains guidance with respect to the measurement of the benefit
that is recognized for an uncertain tax position when that benefit
should be derecognized and other matters. The effective date of
the proposed Interpretation would be as of the end of the first fis-
cal year ending after December 15, 2005. A final Interpretation is
expected to be released in the fourth quarter of 2005.
Proposed FASB EITF Issues
Numerous open issues are under deliberation by the EITF. Read-
ers should visit the FASB Web site at www.fasb.org/eitf/agenda.
shtml for complete information.
Proposed FASB Staff Positions
A number of proposed FASB Staff Positions are in progress ad-
dressing issues related to FASB Statements No. 13, No. 123(R),
and No. 140, and FASB Interpretation No. 45, Guarantor’s Ac-
counting and Disclosure Requirements for Guarantees, Including In-
direct Guarantees of Indebtedness of Others. Readers should visit
the FASB Web site at www.fasb.org/fasb_staff_positions/
proposed_fsp.shtml for complete information.
AICPA Resource Central
The following publications deliver valuable guidance and practi-
cal assistance as potent tools to be used on your auto dealership
engagements (product numbers appear in parentheses).
• Audit and Accounting Guide Auditing Derivative Instru-
ments, Hedging Activities and Investments in Securities
(012523kk)
• Audit and Accounting Guide Auditing Revenue in Certain
Industries (012515kk)
• Audit and Accounting Guide Audit Sampling (012530kk)
• Audit and Accounting Guide Analytical Procedures
(012555kk)
• Accounting Trends and Techniques—2005 (009897kk)
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• Practice Aid Preparing and Reporting on Cash- and Tax-
Basis Financial Statements (006701kk)
Audit and Accounting Manual 
The Audit and Accounting Manual (product no. 005135kk) is a
valuable nonauthoritative practice tool designed to provide assis-
tance for audit, review, and compilation engagements. The Man-
ual contains numerous practice aids, samples, and illustrations,
including audit programs, auditors’ reports, checklists, engage-
ment letters, management representation letters, and confirma-
tion letters. 
AICPA reSOURCE: Online Accounting and Auditing Literature
Get access—anytime, anywhere—to the AICPA’s latest Profes-
sional Standards, Technical Practice Aids, Audit and Accounting
Guides (more than 20), Audit Risk Alerts (more than 15), and
Accounting Trends and Techniques. To subscribe to this essential
online service for accounting professionals, go to cpa2biz.com.
Educational Courses
The AICPA has developed a number of continuing professional
education (CPE) courses that are valuable to CPAs working in
the auto dealership industry. Those courses include (product
numbers are in parentheses):
• AICPA’s Annual Accounting and Auditing Update Workshop
(2005 edition) (736181kk, text; 187189kk, DVD;
187089kk, video). Whether you are in industry or public
practice, this course keeps you current and informed and
shows you how to apply the most recent standards.
• Dealerships: Accounting, Auditing & Tax (product no.
731204kk). This course is valuable to CPAs working in the
automobile dealership industry. 
• The AICPA’s Guide to Business Consolidations, Goodwill,
and Other Consolidation Issues (735129kk). Learn how
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FASB Statements No. 141 and No. 142 have changed the
rules for business combinations and goodwill accounting.
Online CPE
AICPA InfoBytes, offered exclusively through CPA2Biz.com, is
AICPA’s flagship online learning product. Selected as one of Ac-
counting Today’s top 100 products for 2003, AICPA InfoBytes
now offers a free trial subscription to the entire product for up to
30 days. AICPA members pay $149 ($369 nonmembers) for a
new subscription and $119 ($319 nonmembers) for the annual
renewal. Divided into one- and two-credit courses that are avail-
able 24/7, AICPA InfoBytes offers hundreds of hours of learning
in a wide variety of topics. To register or learn more, visit
www.cpa2biz.com/infobytes.
CPE CD-ROM
The Practitioner’s Update (product no. 738110kk) CD-ROM
helps you keep on top of the latest standards. Issued twice a year,
this cutting-edge course focuses primarily on new pronounce-
ments that will become effective during the upcoming audit
cycle.
Member Satisfaction Center
To order AICPA products, receive information about AICPA ac-
tivities, and find help on your membership questions, call the
AICPA Service Operations Center at (888) 777-7077.
Technical Hotline and Ethics Hotline
Do you have a complex technical question about GAAP; other
comprehensive bases of accounting (OCBOA); accounting, au-
diting, or compilation engagements; review engagements; or
other technical matters? If so, use the AICPA’s Accounting and
Auditing Technical Hotline. AICPA staff will research your ques-
tion and call you back with their answer. You can reach the Tech-
nical Hotline at (888) 777-7077. 
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In addition to the Technical Hotline, the AICPA also offers an
Ethics Hotline. Members of the AICPA’s Professional Ethics
Team answer inquiries concerning independence and other be-
havioral issues related to the application of the AICPA Code of
Professional Conduct. You can reach the Ethics Hotline at (888)
777-7077. 
Conferences
Each fall the AICPA sponsors a National Auto Dealership Con-
ference that is specifically designed to update auditors and dealers
on significant accounting, auditing, legal, financial, and tax de-
velopments affecting the auto dealership industry. Information
on the conference may be obtained on the CPA2Biz Web site at
www.cpa2biz.com. 
Web Sites6
AICPA Online and CPA2Biz
AICPA Online, at www.aicpa.org, informs you of developments
in the accounting and auditing world as well as developments in
congressional and political affairs affecting CPAs. In addition,
cpa2biz.com offers you all the latest AICPA products, including
more than 15 Audit Risk Alerts, more than 20 Audit and Ac-
counting Guides, the professional standards, and CPE courses. 
This Audit Risk Alert replaces Auto Dealership Industry Develop-
ments—2003/04. As you encounter audit or industry issues that
you believe warrant discussion in next year’s Alert, please feel free
to share them with us. Any other comments that you have about
the Alert would also be appreciated. You may e-mail these com-
ments to kglupe@aicpa.org or write to:
Karin Glupe
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
6. Additional helpful Web sites are presented in Appendix A.
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APPENDIX A
Helpful Web Sites
Here are some useful Web sites that may provide valuable infor-
mation as you plan your client engagements. In addition to these
Web sites, be sure to review those listed in the “On the Horizon”
section of this Alert.
General Web Sites of Interest
Name of Site Content Internet Address
American Summaries of recent auditing www.aicpa.org
Institute and other professional
of CPAs standards as well as other
AICPA activities
Financial Summaries of recent www.fasb.org
Accounting accounting pronouncements
Standards Board and other FASB activities
The Electronic World Wide Web www.electronic.
Accountant magazine that features up- accountant.com
to-the-minute news for
accountants
AuditNet Electronic communications www.auditnet.org
among audit professionals
CPAnet Links to other Web sites www.cpalinks.com/
of interest to CPAs
Accountant’s Resources for accountants www.computercpa.com/
Home Page and financial and business
professionals
Double Entries A weekley newsletter on www.csu.edu.au/lists.
accounting and auditing anet/ADBLE-L/
around the world index.html
U.S. Tax A complete text of the www.fourmilab.ch/ustax/ 
Code Online U.S. Tax Code ustax.html
(continued)
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Name of Site Content Internet Address
Federal Reserve Key interest rates www.ny.frb.org/
Bank of New York pihome/statistics/
dlyrates
Cybersolve Online financial calculators, www.cybersolve.com/
such as ratio and breakeven tools1.html
analysis
FedWorld. Gov U.S. Department of www.fedworld.gov
Commerce-sponsored site 
providing access to
government publications
Hoovers Online Online information on www.hoovers.com
various companies and industries
Vision Project Information on the www.cpavision.org/
profession’s Vision project horizon
Internet Bulletin CPA tool for Internet sites, www.kentis.com/ib.html
for CPAs discussion groups, and other
resources for CPAs
Governmental Summaries of recent accounting www.gasb.org
Accounting pronouncements and other
Standards Board GASB activities
National The National Automobile www.nada.org
Automobile Dealers Association (NADA)
Dealers is a not-for-profit
Association organization promoting the
interests of franchised new car
and truck dealers in the United
States. The NADA publishes
economic newsletters, a monthly
magazine, used car valuation
guides, and other information on
various aspects of dealerships.
American The American International www.aiada.org
International Auto Dealers Association
Auto Dealers (AIADA) is an organization
Association promoting the interests of
foreign franchises.
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APPENDIX B
Fraud Risk Factors
AU section 316, Consideration of Fraud in a Financial Statement
Audit (AICPA, Professional Standards, vol. 1), provides fraud risk
factor examples that have been written to apply to most enter-
prises. Remember that fraud risk factors are only one of several
sources of information you consider when identifying and assess-
ing risk of material misstatement due to fraud. Some examples of
fraud risk factors that may exist in the auto dealership industry
include the following:
• Fraudulent financial reporting, including:
— A high degree of competition or market saturation, ac-
companied by declining margins 
— High vulnerability to rapid changes, such as changes in
technology, product obsolescence, or interest rates
— Significant declines in customer demand and increas-
ing business failures in either the industry or overall
economy
— The vehicles produced by the manufacturer have been
poorly received for the last few years. 
— Significant financial interests in the entity 
— Personal guarantees of debts of the entity 
— There is excessive pressure on management or operating
personnel to meet financial targets set up by the board
of directors or management, including sales or prof-
itability incentive goals.
— Domination of management by a single person or small
group (in a nonowner-managed business) without com-
pensating controls
ARA-Auto Final Pages.qxd  12/27/2005  11:12 AM  Page 65
— Nonfinancial management’s excessive participation in
or preoccupation with the selection of accounting prin-
ciples or the determination of significant estimates 
— An interest by management in employing inappropriate
means to minimize reported earnings for tax-motivated
reasons
• Misappropriation of assets, including:
— Large amounts of cash on hand or processed (often cus-
tomers will pay for vehicles or parts with cash or other
bearer instruments). 
— Inventory items that are small in size, of high value, or
in high demand (vehicles and parts have value in a sec-
ondary market).
— Inadequate segregation of duties or independent checks
(used vehicle inventory count performed by the used
vehicle manager).
— Inadequate physical safeguards over cash, investments,
inventory, or fixed assets (infrequent counting of used
vehicle inventory).
In identifying risks of material misstatement due to fraud, it is
helpful to consider the information that has been gathered in ac-
cordance with the requirements of AU sections 316.19-.34. Your
identification of fraud risks may be influenced by characteristics
such as the size, complexity, and ownership attributes of the en-
tity. In addition, you should evaluate whether identified risks of
material misstatement due to fraud can be related to specific fi-
nancial-statement account balances or classes of transactions and
related assertions, or whether they relate more pervasively to the
financial statements as a whole. Certain accounts, classes of trans-
actions, and assertions that have high inherent risk because they
involve a high degree of management judgment and subjectivity
also may present risks of material misstatement due to fraud be-
cause they are susceptible to manipulation by management.
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